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PREFACE 


Economics in Our Democracy is a textbook which portrays the Ameri¬ 
can economic system within the framework of American democracy. 
It is the hope of the authors that this book will help young people to 
think earnestly and carefully about the many economic and social 
problems facing their nation. Basic economic principles are presented 
and analyzed in the light of present conditions and problems of the 
American system of democratic capitalism. 

The subject matter of the book covers the major elements in Ameri¬ 
can economic life. The wide range of business enterprise which pro¬ 
duces, transports, and distributes the nation’s goods is described in 
relation to the total structure of American life. The role of labor in 
our economy and recent trends in the organization and activities of 
labor recei\e e\tensi\e treatment. The place and problems of agri¬ 
culture in the middle of the twentieth century are considered in rela¬ 
tion to other elements of American life. The increasingly complex 
problems of the individual who consumes the goods and ser\ices of 
labor, business, and agriculture find an important place in this book. 
Moreo\'er, personal economic problems relating to life insurance, union 
nuMubership, home o\Mier.ship, and taxation are given specific attention. 

Classroom teachers will discover that the unit and lesson organiza¬ 
tion employed in this book makes it adaptable to a wide varied of 
teaching situations. On the basis of their long experience in teaching 
high school economics, the authors have attempted to select materials 
which are adapted to the needs and interests of high school students. 
Each lesson treats a single problem or subject, and there is logical se- 
cjuence in the total presentation. How^ever, the arrangement of the book 
is flexible enough to permit effective use in a variety of social-studies 
courses and classroom situations. 

Special efforts ha\ e been made to produce a book w^hich is a valuable 
instniment for the teacher. Economic terms and concepts have been 
realisticallv defined and developed. (Each term has been italicized the 
first time it is used in the book.) Exercises and activities w^hich follow^ 
each lesson include vocabularv^ lists, factual summaries, thought-pro¬ 
voking cpiestions, and suggested si->plementarv readings. Graphic ma¬ 
terials have been integrated into the text and exercises, to provide 
frequent opportunities for de\'elopment of social-studies skills. A spe¬ 
cial unit on “thinking about economic problems” has been placed near 
the beginning of the book. Graphic materials, quotations, and debatable 
points in the text have been carefully vlocumented, in the hope that 
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such documentation will make students aware of the significance of 
primary sources. 

Additional features of this book have been added to help young 
people understand the relationships between our economic system and 
some of oiu- major social and international problems. Foreign economic 
systems with which our system must either compete or cooperate are 
discussed. Basic economic principles are applied in the consideration 
of international economic problems and the fundamental problems of 
achiexing economic stability within a democratic framework. 

A. II. S. 

C. C. 

S. X. 
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ECONOMIC INSTITUTIONS AND SYSTEMS 


1 Et'OXOMIC ACTIVITIES AXD IXSTITUTIOXS 
IXSTITl'TIOXS OE CAPITAIJSM 
.} OTHEW ECOXOMIC SYSTEMS 




L ESSO X 


ECONOMIC ACTIVITIES AND 
INSTITUTIONS 


The Meaning of Economic Activities 

Economics may be a new school subject to you, but you have been 
participating in economic activities for many years. From the time you 
were born, you ha\e been a consumer, that is, a user of goods, or 
articles, and services. You have eaten many kinds of food, worn cloth¬ 
ing, and, together with your family, occupied a house or an apartment. 
You have used the services of laundry, barber shop or beauty parlor; of 
tailor, bus driver, plumber, electrician, and countless others. In your 
leisure time >011 may have enjoyed the use of a bicycle, athletic equip¬ 
ment, camera, workbench, radio, television set, and other goods. No 
doubt you have been to the movies many times; perhaps you have gone 
occasionally to ball games, the circus, or concerts; or have enjoyed 
other forms of recreation. In the summer you may have used the 
beaches, gone to camp, or stayed at a resort hotel. Even in going to 
school you have recei\'ed the services of teachers, and have used goods 
like books, paper, and pencils. Every person participates in the eco¬ 
nomic activities which we call consumption, the using of goods and 
ser\'ices to satisfy wants. 

Now that you are approaching adulthood, you are nearing the time 
when \’Oii must start to earn your own living. That means that you 
must be able to secure, without complete reliance on \ our family, the 
means of accjuiring the goods and services you want to consume. Some 
of you, in fact, may ha\e already begun to earn money by part-time 
work. 

There can be no goods and services for consumption until the goods 
and serx'ices are made a\'ailable. This requires effort and skill; those 
who participate in the work of making goods and services are called 
producers. B\^ participating in production, people acquire the money 
which is necessary to buy goods and services for consumption. Produc¬ 
tion refers to the operations by which plants, animals, and minerals are 
secured and turned into all kinds vT goods available for our use. It in¬ 
cludes the means by which goods get from the producers to the con¬ 
sumers—transportation, communication, banking, storage, and trade, or 
buying and selling. It includes also the services performed for us by 
such people as the tailor, garage mechanic, shoemaker, laundryman, 
lawyer, doctor, entertainer, delivery boy, and bus driver. 
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The kind of consuming and the kind of producing activity your fam¬ 
ily engages in depends in part upon the tastes, abilities, and training of 
the members of your family, and in part upon the community in which 
\'ou li\'e. The nature of the community—whether it is a farm area, a 
factory town, or a large cit>^ with a \'ariet\' of factories, stores, and of¬ 
fices—will determine the kinds of work your family will do. 

The economic acti\'ities of a community are not necessarily limited 
by its boundaries. The goods you consume, the supplies and material 
sold in stores, the raw materials processed in its factories, may come 
from neighboring places, or from other parts of the country. Many of 
the goods and services you use regularly are made possible by the work 
of people in other countries. Some of the goods produced in the com¬ 
munity in which \'ou live may be destined to be consumed b\' people 
living in the farthest corners of the earth. Thus, economic acti\’ities in 
the modern world are not local; they are national and international in 
their reach. 

Your family’s welfare is aflFected in many ways by the actions of gov¬ 
ernment. The amount of spending which the family can do is affected 
by the amount of taxes which must be paid to the go\'ernment. Some of 
the services your family uses are provided by the goxernment: for ex¬ 
ample, schools and playgrounds. Laws may determine how much your 
family pays as rent and for electricity. Some actions of the go\ ernment 
are related to the jobs you may hold and the mone\' you may receive— 
for example, regulation of wages, the pa\ ment of pensions, or the en¬ 
couragement or discouragement of sales of foreign-made goods in this 
country. 

Thus economic acti\ ities are woven together in a complicated pattern 
involving individuals, groups, and governmental actions. The study of 
the pattern of production and consumption is the subject matter of 
economics. Economics may also be defined as the study of how people 
organize their activities for the purpose of making a living. 

Economic V' alue 

Some goods are plentiful in nature and may be secured without 
eflFort; these are called free floods. Perhaps the best example is the air 
which we breathe. Most of the goods and services we need, however, 
exist in limited quantities and are not found in exactly the form in 
which they can be used. Effort and skill must be expended to secure 
them and make them useful. When such goods are brought into ex¬ 
istence, people are willing to give something in return for them; these 
are called economic goods and have economic value. 

People make their living by producing and selling goods which have 
economic value. For the most part, in this country, production activities 
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are organized by individuals or by groups of individuals. The producing 
and selling activity carried on by individuals and groups of individuals 
is referred to as business activity. A business is an enterprise formed 
to produce and sell goods or services. To buy goods and services, you 
must give the businessman money for them. He uses this money to pay 
those who assisted in the production and sale: workers receive wages, 
landlords receive rent, the government collects taxes, other businessmen 
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value. Wealth may be in the form of money or a bank deposit, because 
these are the means by which goods can be acquired at any time. 
Wealth may also be in the form of documents which are evidence of 
ownership. Your savings-bank pass book is evidence of your savings 
deposit; the government bond in your family’s possession means that 
the go\ ernment owes you a sum of money. 

Wealth and income tend to go together. Having an income large 
enough to permit savings makes it possible to accumulate wealth; on 
the other hand, wealth can be used in business for the purpose of get¬ 
ting or increasing an income. Most people, however, secure their in¬ 
comes by their work rather than through the ownership of wealth; they 
work for some business firm and receive an income in the form of a 
wage or salary. It is possible, moreover, to have wealth which produces 
no income. This is particularly true in bad times, when a business or 
real estate or investment may not produce any income. An indi\'idual 
may have wealth—a home or car, for example—which he uses himself 
and from which he does not attempt to earn an income. 

The term “wealth” may cause confusion if we do not distinguish 
between individual wealth and social wealth. The individual’s wealth 
ma}^ consist of goods or of money. He can use mone\^ to buy goods or 
to produce income, and for that reason it is wealth to him. It cannot be 
counted, in itself, as part of the wealth of the community. The same is 
true of stocks and bonds (see p. 175), and other evidences of wealth 
owned by an individual. 

An illustration of this distinction between individual and social 
wealth is to be found in the experience of European countries whose 
wealth was destroyed by the war. The factories, mines, farm lands, 
homes, roads, bridges and other properties were ruined. Printing paper 
money in large quantities could not in itself give the people, as a group, 
more food, clothing, and homes, or replace the properties which had 
disappeared. Only as effort was expended, farms and factories restored, 
machinery provided, and new goods produced, could the wealth of 
these countries begin to grow once more. 

Economic Institutions 

Economics has already been defined as the study of the activities re¬ 
lated to earning a living. Another way of stating this would be to say 
that economics concerns itself with economic institutions. 

An institution is an arrangement to which people have become so ac¬ 
customed that changing it seems strange, difficult, and sometimes im¬ 
possible. If someone were to ask why, in a baseball game, three strikes 
—not two or four—are out, we would probably be taken aback. We 
might answer, “Because that’s the way the game is played. That’s the 
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rule. It works fine. It wouldn’t seem right any other way.” Just as the 
rules of baseball are an institution of baseball, so we have political 
institutions, such as the right of individuals to run for office or to 
organize political parties. We also have social institutions pertaining to 
such matters as family life, education, and recreation. Similarly, we 
have become accustomed to many ways of producing and consuming 
goods that are customary in the community. These ways of producing 
and consuming are our economic institutions. 

In this country we take for granted the right of every individual to 
decide for himself whether he will try to be a worker, businessman, or 
professional man; and in what field he will attempt to make his living. 
We have become accustomed to using ready-made goods, made in large 
factories by automatic machinery. We have become used to the fact 
that a large percentage of American workers belong to labor unions, 
and we recognize the right of workers to go on strike. In some parts of 
this country the outstanding economic institution is independent farm¬ 
ing. The independent farmer operates his own farm with the help of 
his family. Department stores, neighborhood stores, banks, stock ex¬ 
changes, sharecropping, foreign trade, taxes, and private ownership of 
homes—these are a few of the thousands of economic institutions which 
exist in the community. 

Institutions are social habits which have developed gradually to 
their present form. This process of gradual change is called evolution. 
The long existence of an institution does not prove that it is either 
good or bad. However, the fact that people are accustomed to a given 
institution and feel that their well-being is related to its continuance 
will often make them resist sudden change. Slavery existed in the 
South for almost 250 years; the organization of the economic, political, 
and social life of the South was based on its existence. Its abolition 
made a violent difference in the life of the South and was therefore 
bitterly opposed. Sudden and drastic changes in basic institutions are 
termed revolutions. An example was the overthrow of the Czarist gov¬ 
ernment in Russia in 1917, and the substitution of communistic institu¬ 
tions by the new government. Sometimes the term revolution refers to 
the completeness of the change, rather than to the speed with which 
the change takes place. When we speak of the industrial revolution be¬ 
ginning in the late 1700’s and continuing to the present, we call the 
change revolutionary because the shift from hand tools to power- 
driven machinery altered thoroughly the nature of our economic ac¬ 
tivities. 

A set of related political institutions constitutes a political system. Ab¬ 
solute monarchy under Louis XIV in France was one political system; 
democratic, representative government in the United States today is a 
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different one. A set of related economic institutions may be called an 
economic system, or an economy. Our country has a capitalistic system, 
and the Soviet Union has a communistic system. 

The institutions in an economic system are closely intertwined. A 
change in one institution usually affects the operation of the others. 
When the industrial re\'olution began, it was a change from production 
of goods in the home, with hand tools, to production in factories using 
power machiner\’. With the passing of time, this change led to many 
other changes: population shifted to the cities, and housing problems 
became acute; women and children were employed in larger numbers, 
and family life took on a changed character; working conditions be¬ 
came very bad, and labor unions and government legislation were re¬ 
quired to protect workers. 

We live in a dynamic world, in which institutions are constantly 
changing. Your study of economics should help you to understand how 
our chief economic institutions operate, what problems have arisen in 
the course of their operation, and what are some of the solutions that 
have been presented to soh e these problems. 


Exercises and Activities 

I DicnoxABY OF Economic Terms: In this and the following, vo~ 

cabulary exercises through¬ 
out the hook, define each term 
and where possible ^ive an 
example. 


business 
consumer 
consumption 
economic goods 
economic institution 
economic system 


economic value 

economics 

evolution 

free goods 

goods 

income 


institution 

producer 

production 

profit 

revolution 

wealth 


II Questions and Problems: In these and the following (juestions 

and prohletns throufihout the hook, 
give your answers in well-organized 
sentences or paragraphs. 

1) ‘^Economics is the study of production and consumption.’' “Econom¬ 
ics is the study of organization for making a living.” “Economics is 
the study of economic institutions.” (a) Explain each of these state¬ 
ments. (b) Show how all three definitions are related. 

2) Make a list of at least three rea.sons for studying economics. 
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3) How does the subject matter of economics differ from the subject 
matter of a business course? 

4) Give some illustrations of the fact that economic institutions are 
continually changing. 

5) (a) In what ways will a knowledge of history, geography, and gov¬ 
ernment help you in studying economics? (b) Why are economics, 
history, and geography referred to as ‘‘social studies”? 

6) George Soule has written a book entitled The Useful Art of Econom¬ 
ics (Macmillan). Explain in what respects economics is a useful art. 

Ill Tiiixgs To Do 

1) From the daily newspaper clip items illustrating topics which can 
be discussed in your economics class. Organize a current-events sec¬ 
tion in the notebook that you keep for your course in economics. 

2) Report to the class on the meaning of the term “institution.” An ad¬ 
vanced discussion of the term and of economic in.stitutions may be 
found in the Encyclopedia of Social Sciences; in The Trend of Eco¬ 
nomics edited by Rexford G. Tugwell (Crofts); or in a dictionary of 
economics. 


I. K S S 0 S ^ INSTITUTIONS OF CAPITALISM 

Private Enterprise 

Americans regard private enterprise as their basic economic institu¬ 
tion. “Pri\ ate enterprise” means that the production of goods and serv¬ 
ices is under the direction of individuals, or groups of individuals, who 
own the land, mines, factories, and other goods needed for production. 
These properties, which can be referred to as capital, are necessary if 
any production is to be carried on at all. Under a system of private en¬ 
terprise they are owned and controlled by indi\'idiials who use them in 
business enterprises. Because of the central importance of capital in the 
production of goods and services, our system of private enterprise is de¬ 
scribed as a system of private capitalism, or as capitalistic. 

The existence of pri\ ate enterprise requires that the individual have 
certain legal rights. These rights would not be needed by the individual 
if all production were in the hands of the government. These legal 
rights, or le^al institutions, are based upon a large body of law and 
legal customs which have evolved over many centuries, beginning in 
Europe, and taking root in America after being transplanted by the 
original settlers. Here, an extraordinary abundance of land and natural 
resources made it easy for private enterprise to flourish. 
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The concept of private property, which gives individuals and busi¬ 
ness firms the right to own, use, and dispose of property, is basic to the 
private enterprise, or capitalistic, system. Property is anything which 
can be used and has value. It consists of goods, such as land and build¬ 
ings, machinery, steel, and wheat; or anything which represents owner¬ 
ship, such as money, stocks, and bonds. 

The legal right to own, use, and dispose of property may be limited 
by the go\ eminent if necessary for the general welfare. Many com¬ 
munities, for example, have zoning laws which state that, in certain 
areas, land and buildings may not be used for certain purposes. The 
limit on the power of government to curb private property rights has 
been set down in the Constitution. The fifth and fourteenth amend¬ 
ments to the federal Constitution forbid the federal and state goxern- 
ments to depri\ e any person of his property without “due process of 
law.” Similar provisions are found in the constitutions of the forty- 
eight states. The government, however, has the right of eminent do¬ 
main; that is. it has the right to force the sale to the go\'ernment of 
property needed for public use, with the compensation fixed by the 
courts. It also has the right to seize and destroy impure foods and drugs 
without the payment of compensation to the owner. 

A second legal institution is freedom of contract, which is the right 
of individuals and businesses to make agreements, or contracts, with 
each other for the use and disposal of goods and ser\ ices. Refusal to 
fulfill the terms of a contract is a breach of contract; the courts will en¬ 
force the payment of damages, and in some cases require the fulfillment 
of the obligation. This principle is recognized in the federal Constitu¬ 
tion, which forbids the states to pass any “law impairing the obligation 
of contracts” (Article 1, Section X, Paragraph 1). 

Contracts are enforceable by the courts, pnwided they meet technical 
legal requirements and provided they are for a legitimate purpose. It is 
therefore possible to make business contracts with full confidence that 
if the contracts are in proper form, they will be carried out, and that 
damages caused by breach of contract will be paid. 

The fact that individuals may own, use, and dispose of property as 
they see fit, together with the fact that agreements to use and dispose 
of goods and services will be enforced by the courts, gives eveiy indi¬ 
vidual the power to choose his own way of making a living. He may 
buy any materials or equipment he is able to use; he may sell any goods 
or service he is able to produce with them. The prices which he pays 
and the prices he receives are determined by agreements with other in¬ 
dividuals and are not usually controlled by the government. An in¬ 
dividual may sell his services to anyone he pleases and may try to get 
the highest possible payment in return. This legal right of individuals 
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to choose their own ways of making a living is referred to as the right 
of freedom of enterprise. 

Freedom of enterprise is limited where it is deemed necessary for 
public protection. For example, one may not engage in the practice of 
medicine or law without meeting state requirements and being licensed. 
A few businesses, such as railroad transportation and electric-power 
production, cannot be entered except by government permission, and 



Standard Oil Co. (X.}.), photo by Corsini 


Freedom of enterprise produces variety of enterprise. Note the many types 
of enterprise shown by the signs on one building—insurance, shoe repair, 
leather, law practice, dentistry, auto supply, telephone service, and in the 

distance a hotel. 

the prices charged by these businesses are regulated by the govern¬ 
ment. During the war even the kind of job a person was permitted to 
hold was subject to regulation. However, freedom of enterprise is re¬ 
garded as a basic institution, and -imitations are imposed only where 
the need is clear. 


The Profit Motive and Competition 

Individuals are willing to lend their efforts and skills to business en¬ 
terprise, and to risk their properties, because they hope to gain some- 
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thing by doing so. The one who sells his efforts or skills as a worker re¬ 
ceives a wage or salary. The owners of land and buildings receive rent 
for permitting their use. Lenders of money receive interest as a return. 
The businessman who makes use of the worker's labor, of the land, ma¬ 
chines, materials, and othtn* things necessary to production, must pay 
for their use. His aim is to sell the products of his business for more 
than it cost him. This diflFerence is his profit, and is the incentive for his 
eflForts. Each individual engaged in production efforts seeks to gain the 
largest possible income and to accumulate wealth. This incentive is re¬ 
ferred to as the profit motive. It is the driving force behind the private 
enterprise system; it explains the willingness of individuals to under¬ 
take the responsibilities and risks in production. 

In seeking increased income and wealth, individuals enter into rivalry 
with each other. Workers try to get the best-paying jobs; landlords try 
to obtain the highest rentals; businessmen try to sell as much as they 
can at prices that will yield the highest income. On the other hand, em¬ 
ployers will try to get the best possible workers at the lowest possible 
costs; renters of property will seek to pa\' the lowest rentals possible; 
and buyers of goods and services will seek to obtain them at the lowest 
price. This rivalry for incomes and for goods and services is referred to 
as competition. So basic are profit seeking and competition that our 
economic system is often referred to as the profits system or the com¬ 
petitive system. 

The quest for income and wealth is not the only force underlying 
human activity and ambition. There have been many examples of per¬ 
sons who have considered the pursuance of an ideal or a special interest 
more important than wealth. Love of country and one's fellow man 
must not be underestimated as driving forces behind human efforts. Yet, 
in the history of man, the quest for gain stands along with the search 
for adventure, the lo\ e of knowledge, and other motives, as an explana¬ 
tion of human progress. Columbus, Cortes, Hudson, and the other ex¬ 
plorers and openers of the New World, were adventurous persons 
seeking new routes to wealth. The profit motive probably stimulated 
the genius of Watt, Whitney, Edison, and others. Samuel Slater 
brought the secrets of the new textile machinery to America because 
there were opportunities for profit making. Henry Ford made automo¬ 
biles that could be sold cheaply—at a profit. One recent writer puts the 
case rather forcefully; “There is one way, and only one way, that any 
people in all history has ever risen from barbarism and poverty to af¬ 
fluence and culture; and that is by that concentrated and highly organ¬ 
ized system of production and exchange which we call Capitalistic. . . . 
all this represents the aggressive drive of the deepest and strongest of 
human motivations; the will to live, to gain, to discover, to conquer. 
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. . . Deep is the prejudice against avarice, and thirst for gain. And yet 
they are literally the most beneficent forces in modern society.”^ 

Critics of the institutions of profits and competition have been numer¬ 
ous. Some have charged competition, for reasons to be discussed in 
later lessons, with responsibility for waste of resources and inefficiency 
in production. Some have denied that the desire for material gain is a 
natural instinct of men and a necessary incentive to production. These 
critics have pointed to the unselfish work done by many kinds of people 
to support the argument that people could be educated to work for 
other reasons than individual gain. 

Individualism and Government Control 

The private-enterprise system emphasizes the rights of individuals 
and is therefore referred to as a system of economic individualism. It is 
a basic principle of the capitalistic system that giving individuals the 
right to priv^ate property, freedom of contract, and freedom of enter¬ 
prise will bring the greatest benefit to the community. This will result 
from the competitive activities of people seeking to enlarge their indi¬ 
vidual wealth and income. The most efficient businessmen, who have 
the best goods to offer for the lowest prices, will succeed in competition 
against less efficient businessmen. The best workers will receive the 
highest wages, because they too will be the most successful in the com¬ 
petition for the best jobs. Through competition it will be decided what 
prices will be paid, who will sell, and who will be unable to sell. The 
amount and quality of production will automatically be adjusted to 
meet the demands of consumers. The result will be that consumers will 
be able to acquire goods and services which are high in quality at low 
cost. There will be no need for the government to decide how much 
shall be produced, who should produce, and what the quality and price 
shall be. Government is required only to keep order, enforce contracts, 
guarantee property rights, and in general make it possible for business 
to function. This idea that the government should not interfere in busi¬ 
ness decisions and actions is expressed in the term laissez-faire, which 
means “let alone.” 

The man who first spread the idea that economic individualism and 
a laissez-faire policy by government would be socially beneficial was 
Adam Smith, often called the father of capitalistic economics. In his fa¬ 
mous work. The Wealth of Nations he summarized the argument of the 
economic individualist as follows: “It is his own advantage, indeed, and 
not that of society which he has in view. But the study of his own ad¬ 
vantage naturally, or rather necessarily, leads him to prefer that em- 


^ Carl Snyder, Capitalism the Creator, The Macmillan Company, 1941, pp. 3-13. 
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ployment which is most advantageous to the society. ... He is in this, 
as in many other cases, led by an invisible hand to promote an end 
which was no part of his intention. ... By pursuing his own interest, 
he frequently promotes that of the society more effectually than when 
he really intends to promote it.”" 

Individualism does not mean the complete absence of government 
control over the actions of individuals; that would be anarchy. We have 
seen in examples previously cited that the rights of private property, 
freedom of contract, freedom of enterprise, and the other institutions 
of capitalism have been limited. Government action to protect the 
health, safety, morals, or general welfare of the community is con¬ 
sidered an exercise of the police power of the government. Changes in 
methods of production since 1776, when Adam Smith enunciated the 
idea of laissez-faire, have made necessary more and more applications 
of this power to transportation, banking, labor organization, methods 
of competition, and other aspects of the economy. Government regula¬ 
tion has become an established institution of capitalism as it functions 
in the United States today. 

To some extent government engages in production enterprises, like 
power production in the Tennessee Valley. Such government enterprise 
is still minor, howe\er, in comparison with private enteqirise. Only 
where a necessity has been established, does the government exercise 
its power over individual enterprise, or establish its own enterprises. 

Exercises and Activities 

I Diction ary of Economic Terms 

capitalism freedom of contract 

competition freedom of enterprise 

economic individualism laissez-faire 
eminent domain legal institutions 


police power 
private enterprise 
profit moti\’e 
propert\' 
private property 


II Questions and Problems 

1) (a) List and explain briefly the important legal and economic insti¬ 
tutions of capitalism, (b) Why is our system often referred to as a 
system of economic individualism? 

2) Show how private property and freedom of contract are necessary 
for freedom of enterprise. 

3) There has been much controversy as to whether human progress de¬ 
pends upon the profit motive, (a) What benefits has the world de¬ 
rived from the profit motive? (b) What problems have been created 


2 Adam Smith, The Wealth of Nations, 1776, Book IV, Chapter 2. 
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by the profit motive? (c) What examples can you give of economic 
actions which are not spurred by the profit motive? 

4) Explain the so-called “police” power of the government. Give some 
examples of the use of this power. 

5) To what extent should government interfere with freedom of enter¬ 
prise? Discuss. What arguments can you give for avoiding gov¬ 
ernment restrictions on business? What arguments can you give 
for extending government restrictions on business? 

6) Look through this textbook; list three problems which are discussed 
and which involve public regulation of private enterprise. 

Ill Things To Do 

1) Ask some of your relatives and friends whether they feel that there 
is just enough, too much, or too little, freedom of enterprise in this 
country. Write a summary of these opinions. 

2) Read Hotc Can the American People Be Given a Better Understand¬ 
ing of Our Economic System? distributed by Time, Inc., 9 Rocke¬ 
feller Plaza, New York 20, New York. 


L ES S O .V 3 OTHER ECONOMIC SYSTEMS 

Economic Institutions of Collectivism 

Our economic system is one of economic individualism and private 
enterprise, based on private property, motivated by the search for 
profit, and controlled by competition. There is considerable govern¬ 
ment regulation, e\'en some government ownership; nevertheless free, 
private enterprise is the predominant institution. Other systems make 
government enterprise the basic institution. Economic collectivism may 
be defined as an economic system in which the government, in the 
name of the people, owns and operates most of the nation’s industries, 
and controls most of the economic activities of the people. 

In a collective economy, the right of pri\ ate property, which is basic 
in a pri\'ate-enterprise system, does not exist or is thoroughly limited. 
Individuals may own personal property, such as clothing or furnish¬ 
ings; but capital, the means of production, is mainly government owned. 
Business is socialized, or nationalized; that is, business is owned and 
operated by the government. 

It is within the power of the government in a collective system to per¬ 
mit private business to operate within limited spheres; for example, in 
farming, retail selling, or handicraft manufacture. However, the bulk 
of the important production of goods and services is in the hands of the 
government. Therefore the chance to make a profit can no longer be an 
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important spur to individual efforts. Both workers and managers are 
emplo>’ees of the government. If a government enterprise makes a 
profit, the profit belongs to the government; it is socialized profit, not 
private profit. 

The government fixes wages and qualifications for jobs. If it wishes, 
it may provide incenti\es and rewards for superior work by giving 
bonuses in pay. The go\’ernment decides on the quantity and quality of 
goods to be produced, and fixes prices. If the people want more goods 
than the go\'ernment factories have made, the gox'ernment must either 
produce more, or reduce the ability to buy. If the ability to produce 
goods is limited, the government, by raising prices or reducing wages, 
can discourage buying. If production is very high, prices may be low¬ 
ered, or wage rates may be increased. The important thing to note is 
that decisions regarding production, incomes, and consumption are 
made for all by the government’s planning board or agenc}\ Planning 
by government is a basic institution of a collective organization. In con¬ 
trast, in the capitalistic system, planning is done by individual business¬ 
men, each of whom aims at making a profit. 

The impression, sometimes created by the use of the term ‘"capital¬ 
ism,” that in other systems capital is not used, is obviously incorrect. 
No production can take place without capital. The distinction between 
capitalism and collectivism lies in the way in which capital is owned. 
“Capitalism” means private ownership of capital; “collectivisin'’ means 
social ownership of capital. Hence the* term svcialism is often used to 
mean the same thing as “collectivism.” 

The Ix^portaxce of Political Institutions 

A set of economic institutions can exist only where the political insti¬ 
tutions make it possible for them to work. In our country the political 
institutions have been individualistic. The goxernment is regarded as 
“the servant of the people,” serving the interests of the individuals who 
make up the nation. Our political in.stitutions may be dc'seribed as those 
of representative democracy. This means that, through free elections, 
the people choose those who govern them. The go\ eminent is required 
to respect, and is denied the right to abolish, certain fundamental rights 
of the individual. These rights to freedom of expression through speech 
and press, freedom of religious worship, freedom of assembly and or¬ 
ganization, jury trial, and others are set forth in the federal and state 
constitutions and in the decisions of the courts. 

Democratic institutions are the product of centuries of struggle. 
Many places in the world still do not know them. In some countries the 
attitude prevails that the individual exists mainly to serve the state in 
its efforts to reach some goal established by those in power. 
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Such a political principle has often been accompanied by complete 
authority of government over the individual, lest his personal aims run 
counter to the national aims. He has no rights except the ones granted 
by those in power. Every aspect of his existence—economic, political, 
and social—is regulated by law or custom which he dares not defy. 
Those in control of government, whether an individual, a family, or a 
single political party, must be regarded as solely competent to guide 
the people along the prescribed path. They control not only the law 
making and law enforcement, but also the schools, press, and all other 
means of education. The term totalitarian has been applied in recent 
years to such antidemocratic political philosophies and systems. 

Opponents of collecti\ ism argue that the political liberties of the in¬ 
dividual cannot survive, once his economic freedom has been removed. 
In their opinion, collectivism, because of the vast economic powers of 
the government, must necessarily become totalitarian. 

Socialism 

Socialists insist that democratic political institutions can thrive under 
collectivism. They \igorously deny the need for political dictatorship 
and force, either as a means of attaining collecti\'e ownership or as a 
device for government. In their opinion, the change from capitalism to 
collectivism can be made gradually and democratically by the majority 
of the people. As the problems of capitalism become more acute, the 
readiness to accept collectivist solutions will mount. Through political 
parties, other organizations, and literature, the socialists aim to bring 
public opinion to their way of thinking and to elect socialists to public 
offices. If they should succeed in getting majority control, their legisla¬ 
tion would stress three things. First, it would provide for the nation¬ 
alization of more and more key industries, with compensation paid to 
the former owners. Second, it would widen the regulatory, or police- 
power, functions of the government over pri\ ate enterprise. Third, it 
would establish more and more government-sponsored insurance, pen¬ 
sion, and other welfare schemes. Thus they hope to attain their program 
gradually through the existing framework of democratic and constitu¬ 
tional means. 

There is a variety of opinion among socialists as to the extent to 
which private enterprise would be permitted to operate alongside state- 
owned enterprise. During the early tages of go\ eminent ownership, a 
considerable amount of private business would continue to exist; ulti¬ 
mately all the chief industries would be socialized. But small-scale busi¬ 
nesses in the fields of agriculture, retail selling, handicraft manufacture, 
certain professions, and newer luxury industries might remain in private 
hands. 
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Socialism should not be confused with public ownership and opera¬ 
tion of specific business enterprises. In many countries today there are 
various mixtures of capitalistic and socialistic institutions. Railway, 
postal, telegraph, telephone, water, gas, electricity, and other such 
services have in many countries been furnished by public agencies; for 
example, in France, Australia, New Zealand, Canada, Great Britain, 
and the Scandinavian countries. In the United States, buses, subways. 



British Infoimation Si rviccs 


In 1945 Britain moved in the direction of socialism v/hen she nationalized, or 
placed under government operation and management, certain industries. In¬ 
cluded were the railroads. Here the locomotive research center of British 

Railways is shown. 

tunnels, bridges, and water systems are in numerous cases owned and 
operated by state and local governments. A country cannot be con¬ 
sidered socialist, however, unless a major part of its economic system is 
in the hands of the government. 

Because Great Britain was the cradle of our political and economic 
institutions, its postwar experiment in the direction of socialism has 
been followed with the keenest interest by American observers. Electric- 
power production and radio broadcasting had been nationalized in 
1926. After the Labor Party won the election of 1945, it proceeded to 
nationalize the Bank of England, overseas airlines, coal mines, and rail- 
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roads. It also made plans for the nationalization of iron and steel pro¬ 
duction. A vast program of “cradle-to-grave” insurance was put into op¬ 
eration. 

It is still too early to estimate the effects of the British socialization 
program upon the economic efBciency and the political institutions of 
Great Britain. Advocates have pointed to the gigantic problems created 
by postwar destruction of markets, rather than socialization, as the 
source of difficulty. Conservative critics, however, have blamed the 
socialistic program for inefficiency and rising costs. Communist critics, 
on the other hand, have assailed it as being an inadequate and halfway 
program of collectivism. 

Communism 

Although socialists and communists both advocate economic collec¬ 
tivism, they are bitter political opponents. The reason is that present- 
day communism represents a program of totalitarian collectivism. 

The communists argue that economic value can be produced by labor 
only. When the owmer of capital makes a profit, he is taking what right¬ 
fully belongs to the working class, the proletariat. The aim of the pro¬ 
letariat, according to communists, should be to seize possession of the 
means of production, which are rightfully theirs. This will be accom¬ 
plished through a revolution, organized and led by communist groups. 

The communists seek to enlarge party membership and to elect 
representatives to the governments of capitalistic nations. But they do 
not place tlieir reliance solely on gradual change through education 
and the ballot box. Their aim is to gain sufficient power to establish a 
dictatorship, through which the revolutionary^ change can be com¬ 
pleted. This dictatorship must be controlled by the communists, even 
though the\^ may be a minority of the population. 

Because the communists regard their party as the only true repre- 
sentati\ e of the working class, they term this dictatorship by the com¬ 
munist part)’ as the dictatorship of the proletariat. The aim of the dic¬ 
tatorship is to eliminate the property-owning classes as enemies of the 
revolution and to establish a collective system. The communists claim, 
further, that after these changes have been completed and have been 
thoroughl)^ accepted by the people at large, it will be safe to eliminate 
the dictatorship. 

The dictatorship of the proletari t is undemocratic and totalitarian. 
There is the acceptance of the notion that a single group, even if a 
minority, must govern, because it alone understands the goals to be 
sought. Difference of opinion on matters that the ruling group con¬ 
siders essential is to be ruthlessly suppressed. Freedom of speech, 
press, religion, assembly, and organization is not a fundamental right 
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of the individual, because they may interfere with the attainment of 
the goals of the revolution. 

A dictatorship of the proletariat was established in Russia as a result 
of the revolution of 1917. That country is now the Union of Soviet So¬ 
cialist Republics. The means of production have been collectivized. 
Some pri\ate enterprise still exists in farming, retailing, and handicraft 
enterprises. But these cannot grow beyond family size, for in general, 
workers may be employed only in government enterprises. Trade unions 
and cultural associations are encouraged, but all are subject to thorough 
government control. A constitution has been adopted which sets forth 
the go\'ernment’s responsibility for employment and support in case of 
sickness and old age. The forms of representative gox ernment are pro¬ 
vided for, but there is only one legal political party. Thus far there has 
been no evidence of any relaxation of dictatorship. National planning 
has been a notable feature. By means of “five-year plans" the go\ ern- 
ment has undertaken to build up the means of production and a strong 
military force. Although it is difficult to get precise facts, the indications 
are that the So\ iet Union has made much economic progress toward 
these aims. Standards ' 'f li\ ing, however, ha\’e been very low. 

Fascism 

Fascism is a totalitarian economic and political system. Its supporters 
have no theoretical objection to private (mterprise and pri\'ate profit, 
provided these lend themselves to the advancement of national goals. 
Collective ownership of the means of production is not a basic institu¬ 
tion, although state enterprise may be used where it ser\ es the national 
purpose. Complete and thorough control of all individual and business 
activity by the state is, however, a fundamental characteristic of 
fascism. The government is the means by w hich a single legal political 
party dominates every action of the individual in the interests of goals 
set by the parW and its leader. Italy under Mussolini, Germany under 
Hitler, and Spain under Franco have been examples. 

Fascism proclaims that it is a means of combating the growth of com¬ 
munism. Fascists do not believe that a struggle betwx^en labor and the 
owners of capital is desirable; rather, the state should force cooperation 
between capital and labor, by rigid government regulation of labor 
unions and conditions of work. Democratic principles and individual 
rights are elements of weakness which must be eliminated. 

Under fascism, the economic order is largely controlled by the 
government, but economic individualism can continue to exist. Profit¬ 
making opportunities may actually be increased for some people, be¬ 
cause private enterprise is allowed, while trade unions are put under 
government control. Advocates of collectivism have labeled fascism as a 
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form of totalitarian capitalism. Actually the fascists have borrowed 
from the theory of both capitalism and collectivism in order to justify 
their aim of strengthening the power of the state. 

Communism and fascism take root and flourish where there are hun¬ 
ger, dissatisfaction, and a lack of democratic means through which 
change can be effected. The task of an economic system is to provide 
the material means of existence. Its efficiency, however, must be tested 
not only by how well it serves that purpose, but also by how well it 
maintains personal liberty and individual dignity. How to secure the 
highest possible combination of personal liberty and economic security 
is a major problem of our century. 


Exercises and Activities 
I DicrnoxARY of Economic Terms 


communism 
dictatorship of the 
proletariat 

economic collectivism 
fascism 

nationalization 


proletariat 

representative democracy 

socialism 

totalitarian 


II Questions and Problems 

1) Compare a system of capitalism with a system of collectivism with 
respect to (a) pri\’ate property, (b) freedom of contract, (c) free¬ 
dom of enterprise, (d) government control and planning. 

2) According to a pamphlet issued by Time, entitled How Can the 
American People Be Given a Better Understanding of our Economic 
System? an economic system must (a) force or persuade people to 
work, (b) determine what goods will be produced and in what quan¬ 
tities, (c) decide who shall produce what goods and what services, 
and (d) determine how the goods and services produced by the 
group will be distiibuted among its members. In parallel columns 
headed “Indi\ idualism” and “Collectivism,'' explain how each of the 
four tasks listed above is done in a capitalistic system and in a col¬ 
lective system. 

3) Explain the difference between (a) private enterprise and collectiv¬ 
ism, (b) socialism and communism, (c) communism and fascism. 

4) The United States and Great Britain have both been outstanding ex¬ 
amples of successful capitalism Yet Great Britain is now considered 
“socialistic." What differences have developed between the economic 
systems of the two countries in recent times? 

5) One of the major questions of today is whether capitalism and com¬ 
munism can function peacefully together in the world as a whole. 
On the basis of current developments, what is your opinion? 
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III TfflNGS To Do 

1) Read Socialisin in Western Europe, Headline Book No. 71, 1948, 
published by the Foreign Policy Association, 22 East 38th Street, 
New York, N.Y. This booklet summarizes the economic problems of 
the western European countries after World War II, and the effect 
of these problems on economic institutions. 

2) Write a report on the British experiment with socialism, answering 
these questions: (a) Is the Labor Party still in power? (b) To what 
extent has the economic system been nationalized? (c) How success¬ 
ful has the government been in solving such problems as the cost of 
living, unemployment, social security, foreign trade? (d) Has indi¬ 
vidual liberty been preserved or lessened? For background material 
you may find useful Britain s Road to Recovery, Headline Series No. 
74, Foreign Policy Association, 1949. 

3) Write a report on developments in the communist-controlled areas 
of Europe and Asia, (a) How has the standard of living of the peo¬ 
ple been affected? (b) What is the status of individual liberty? Look 
for the latest materials of the Foreign Policy Association, such as 
Headline Book No. 77, Eastern Europe Today. 
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THINKING ABOUT ECONOMIC 
PROBLEMS 


LESSON 

Separating Fact and Opinion 

The controversial nature of economic problems is reflected in the 
news items, editorials, and columns of newspapers and magazines, and 
in radio town meetings and other programs. Even professional econ¬ 
omists, in their books and learned journals, are frequently engaged in 
controversy. Out of this crossfire of pro and con the citizen in a democ¬ 
racy must make up his mind and act. 

In thinking about economic problems, the citizen’s first task is to 
separate fact from opinion. As one writer has said, ‘‘The uneducated 
and the educated differ in nothing more than this, that the former be¬ 
lieve whatever they hear or read, while the latter weigh evidence.”^ A 
fact is a proved or an obser\ ed truth. An opinion is what an individual 
or group thinks is an observed or proved truth. Opinions may be right 
or wrong. Until they are checked by observations which are accurately 
made, we cannot be sure that they are correct. If a correct count is 
made of the number of barrels of crude oil produced in the United 
States in a year, the number obtained is a fact. If a statement is made of 
the number of barrels of crude oil left underground, it is merely an 
opinion, or estimate, because no method has yet been found to make a 
precise measurement of the amount of oil underground. 

We must guard against accepting as fact that which is only opinion. 
Opinions may have no factual backing, or they may be based on an in¬ 
complete set of facts. Sometimes because an opinion is printed in a book 
or made by an important person, we conclude that it must have a fac¬ 
tual basis. We must guard also against accepting as fact those opinions 
which our own prejudices or intuitions make us want to believe. Propa¬ 
ganda, by repetition and clever use of words, by appeal to prejudice, 
may lead to wide acceptance of opinion as fact. Hitler’s propaganda 
machine drove home the “fact” that the Germans were a master race. 
The constant repetition of this idea, and the distortion of science to 
“prove” it, did not make the idea a Tact, but the Germans were led to 
act as if it were. 

In recent years the opinion poll has become a popular technique for 



^ Robert Liv ingston Schuyler, “Can History Educate?” Columbia University 
Quarterly, June, 1935, p. 101. 
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surveying public beliefs. A group of people supposed to be representa- 
ti\ e of the population is asked a series of questions usually requiring a 
“Yes/’ “No,” or “Don’t know” answer. Then the percentages answering 
in each wa\' are computed, and are presented as reflecting public opin¬ 
ion. It must be remembered, however, that it is a poll of opinion, not of 
fact. Because a large percentage of people may believe that unions 
injure workers, or that big business is responsible for high prices, these 
beliefs are not necessarily facts. A poll of opinion in 1492 would no 
doubt have shown a widespread belief in a flat world; Columbus was 
nevertheless right. All that an opinion poll can tell is what people think 
is true. It does not necessarily tell what is true. 

Newspaper editorials, the comments of the columnists, and letters to 
the editor represent primarily opinion. Sometimes there are more fury, 
denunciation, and calls to action than fact. The reader must ask, “What 
facts are given? Are they sufficient in number, importance, and general 
application? Are they related to the argument being made? Do they 
prove the point? Are there any important facts which have been over¬ 
looked?” The reader will find it profitable to read different papers with 
different points of view, in order to get a better understanding of the 
whole problem. 

Sometimes the news columns of a newspaper, which are thought to 
be presenting only facts, really reflect opinion. In such a case, the news¬ 
paper is “editorializing” the news. It may be done in a variety of ways: 
by explanation or comment in the article, by a headline which is slanted, 
or by a lead paragraph which stresses some facts and not others. Very 
often a full reading of an article will give a different picture from that 
obtained by reading only the headline and the opening paragraph. 

Appealing to Authority 

We cannot know all the facts in every field in which, as citizens, we 
are asked to pass judgment; we must rely heavily on the opinions of 
people who are authorities. Perhaps one good sign of the educated 
person is that he recognizes who the proper authorities are in various 
fields. When a name is presented as an authority we should ask, “Who 
is he, and what makes him an authority?” 

It is important, too, to be sure that the person quoted is a genuine 
authority in the field under discussion. Mr. X, as an outstanding astron¬ 
omer, may be a good witness in an argument about the position of the 
constellations, yet a very poor authority on foreign policy. Mr. Y may 
be a remarkable singer, actor, or playwright, and therefore an authority 
in his art, but he may not be the best available expert in matters like 
the causes of depressions, labor relations, or public housing. Mr. Z, 
who has had a successful career in manufacturing, may be incompetent 
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as a specialist on problems of agriculture. True, the opinions of an ex¬ 
perienced man who has demonstrated a high order of ability in one 
field should be given serious consideration on any topic to which he has 
devoted time and study. But this man can usually not be considered as 
reliable an authority in other fields as he is in his own. 

Sometimes an authority is misinterpreted or misquoted by the one 
who is citing him to prove a point. When a part of an article or speech is 
quoted in such a way as to give a false idea of the meaning conveyed by 
the entire article or speech, the person doing it is guilty of "quoting out 
of context.” This is as unfair to the reader as it is to the authority cited. 
Sometimes reference to authority is made in a sweeping and vague 
way. A statement, offered as proof, to the effect that "all economists 
agree . . .” may be an opinion needing proof. It should be accepted 
only when made by an authority who is likely to know as a matter of 
fact that all economists do agree on the particular topic under dis¬ 
cussion. 

Finally, it must be said that e\'en a good authority may be wrong, 
especially when predicting events to come. Depressions have arrived 
after expert predictions of continued prosperity; employment has re¬ 
mained high during periods when authorities had forecast widespread 
unemplo\'ment. E\'en the authority of the printed word and the signa¬ 
ture of known and reputable specialists are not guarantees of correct¬ 
ness. 

Partial Truth and Overgeneralization 

The witness in court swears to tell "the truth, the whole truth, and 
nothing but the truth.” The repetition in the oath emphasizes the fact 
that a statement may be true as far as it goes, but omission of one or 
more facts may lead to false conclusions. Such a statement is a partial 
truth, and leads to jumping to conclusions from insufficient evidence. 
For example, the fact that the sales of the XYZ Corporation were twice 
as great in 1949 as in 1939 does not in itself prove that profits, too, were 
bigger in 1949. Omitted are the facts relating to selling prices and man¬ 
ufacturing costs which may alter the conclusion. Conclusions should be 
based on adequate and relevant facts. 

Generalizing from just a few observations or personal experiences 
may produce an incorrect conclusion. The fact that you know a busi¬ 
nessman who was not very smart, h it who was very lucky, does not 
prove that business is all a matter of luck. Your knowing somebody who 
"sponged” on social security does not mean that social-security benefits 
make all workers lazy. The fact that you have had experiences with a 
racketeering union does not establish that all organized labor is an or¬ 
ganized racket. 
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Overgeneralizations may also result from stretching a conclusion, cor¬ 
rectly drawn from one situation, to cover situations not exactly the 
same. Suppose, for example, that experience showed that reducing the 
work week from 84 hours to 48 resulted in increasing the amount each 
worker could produce per hour. Could we generalize from this that, by 
reducing working hours to 30 per week, and then to 20 per week, we 
would continue to increase production per worker per hour? This may 
turn out to be an overgeneralization, unless we have enough evidence 
to justify such a conclusion. In economic thinking, as on the witness 
stand, we must seek to get “the truth, the whole truth, and nothing but 
the truth.” 

Assuming the Facts 

“If I pass all my subjects, Til graduate in four years.” An “if” state¬ 
ment is something we assume to be true to help our thinking, although 
we try to remember that it may not really be true at all. In economic 
thinking it is sometimes convenient, even necessary, to make such as¬ 
sumptions so that we can think our way through to a conclusion. Such 
an assumption upon which a conclusion is based is called a premise. 
Thus when an economist, knowing that population is always changing, 
assumes for a moment that there are no population changes, he does 
it to simplify the problem he has to solve. But he must not forget that 
this condition was an assumption and that his conclusion may be all 
wrong if applied to a situation where population does change. There¬ 
fore the reader must always watch for the writer s assumptions and be 
careful not to apply conclusions based on these assumptions to situa¬ 
tions different from those assumed. 

Defining Terms 

An author who has done much wTiting in the field of economics once 
said, “I recently asked a hundred persons from all walks of life to tell 
me what ‘fascism’ meant to them. The lack of agreement was fantastic. 
The indiscriminate use of abstract terms .... takes us clear out of 
the world of hard facts into a cloudcuckooland of fancy.”" No doubt 
the results would be similar if other words used in economics, like 
“competition,” “monopoly,” “prosperity,” and “inflation” were put to 
the same test. How often a heated argument ends with the confession, 
“Oh, if that’s what you meant, there’s no argument.” Apparently one 
value of the discussion was that it forced, at its end, agreement on 
definition. How much more profitable the discussion would have been 


^ Stuart Chase, ‘'Word Trouble Among the Economists,” Harper s Mazaf^ine, 
December, 1937, p. 48. 
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if definition had been the first, instead of the last, step in the procedure! 

Writers of works in economics frequently differ in their definitions 
because the terms they use are so broad that there is room within them 
for many meanings. The reader may therefore be familiar with several 
varieties of definition for the same term. He must be careful that he 



Precise definitions make for clear thinking about economic problems. 

does not carry one writer’s definition into another writer s reasoning. 
He must examine every article or book he reads for that author s defini¬ 
tions, must understand them, and ’len must check to see whether the 
same definition is kept throughout. If, for example, capital is defined 
at tlie beginning as an amount of money used in production and, with¬ 
out warning or explanation, is used later to mean an amount of goods 
used in production, it may make a difference in the correctness of the 
reasoning. 
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Comparison and Analogy 

One of the most frequently used methods of explaining or proving 
something is to compare it with something else. If we know what a 
reservoir in a water system is, we can explain how banks operate by 
calling them “a reservoir of credit.” Cartoons on economic or political 
subjects make frequent use of this device of comparison or argument 
by analog}'. 

Care must be exercised in using or accepting this kind of reasoning. 
Is a banking system like a reservoir? If only partly so, where does the 
resemblance end? Argument by analogy must not be misused by press¬ 
ing it too far. We must take care to note the diflFerences as well as the 
similarities, for the differences may sometimes be more important. The 
same caution must be kept in mind when historical comparisons or 
analogies are made. The points of diflFerence between the periods after 
World War I and after World War II may be more meaningful than 
the points of likeness. Although we can learn much from previous ex¬ 
perience, history never repeats itself in every detail. 

The Need for Decision 

Economics is controversial. In a democratic country where the man 
in the street participates through his vote, the need for information and 
right thinking on economic questions is clear. Despite the difficulty 
involved in getting facts, in avoiding errors in interpretation, and in 
wading through the maze of embattled opinion, the citizen must make 
up his own mind. Failure to do so on the grounds that it is not possible 
to be sure about the correctness of the decision would result in paralysis 
of thought and action. 

Democracy is no lazy way of life. The citizen who seeks to be in¬ 
formed must read widely and from varied points of view, so that he 
may get the whole picture. He must use critically the available material. 
He must participate as a citizen in making decisions even though he 
recognizes that these decisions are not final answers. When citizens 
fail to do their own thinking, dictators may arise to do it for them. 


Exercises and Activities 

I Dictionary of Economic Terms 

editorializing fact opinion premise 

quoting out of context 

II Questions and Problems 

1) List and explain five types of errors in thinking which frequently oc¬ 
cur in connection with economic problems. 
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2) What evidence is there in the headlines and columns of your daily 
newspaper that economics is a controversial subject? Bring in clip¬ 
pings to prove your statement. 

3) Bring in an editorial, a letter to the editor, or some other newspaper 
clipping which is a mixture of fact and opinion. Underline the state¬ 
ments that are fact; place brackets around statements that are opin¬ 
ion. Be prepared to justify your analysis. 

4) From a search of newspapers and magazines, bring as many ex¬ 
amples of the following as you can find: (a) an appeal to authority, 
(b) a statistical fact, (c) an estimate, (d) the use of a term that is 
not clearly defined or not defined at all. 

5) Cartoons dealing with public questions often make use of argument 
by analogy. Bring in a sample and explain what the analogy is. 

6) Explain how the cartoon on page 42 uses analogy as a means of 
explanation. 

7) Explain and give an example of (a) partial truth, (b) overgenerali¬ 
zation. 

Ill TmNGs To Do 

1) Compare two or more newspapers in your city as to the position and 
prominence given to different types of news—local, national, inter¬ 
national, for example. Which newspaper provides more varied opin¬ 
ions in its columns, features, and editorials? 

2) Ask ten people to define the following terms. Copy the definitions 
exactly. Bring them to class and compare. How many definitions are 
given for a single term? (a) inflation, (b) freedom, (c) competition, 
(d) socialism. 

3) Pupils interested in language may be interested in reading further 
about the difficulties faced in using words to define meanings exactly. 
Look up references under the heading “semantics.” Language in Ac¬ 
tion by S. I. Hayakawa (Harcourt, Brace, 1941), may interest ad¬ 
vanced students. The first chapter gives an example which is eco¬ 
nomic in nature and very readable. 


LESSON 



GETTING AND USING 
STATISTICS 


The Value of Statistics 

Economics makes much use of statistics, the science of gathering and 
analyzing numerical facts. Most people use statistics in their daily lives 
without realizing it. Students, for example, are interested in examina¬ 
tion averages. Baseball fans check the sports pages for the major-league 
standings, and compare the batting averages of their favorite players. 
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Radio newscasters may report that there has been a 1-percent fall in 
the cost of living. 

Using statistics helps to make descriptions of events more complete 
and meaningful. It enables us to state definite amounts; to summarize 
a situation by giving totals and averages; and to compare diflPerent situ¬ 
ations. Thus, instead of saying vaguely that there has been a rise of 
production, we can say that production for June was 135,347 units, as 
compared with 131,859 units in May. Also, the total production for the 
first six months of the year was 749,814 units, for a monthly average of 
124,969; as compared with 702,468 units in the first six months of the 
previous year, for a monthly average of 117,078. Such comparisons en¬ 
able a business firm to keep an accurate check on sales, costs, and 
many other important kinds of information. Similar gathering and anal¬ 
ysis of statistical data enable the people of this country to watch eco¬ 
nomic developments. 

The purpose of using statistical analysis is threefold. First, statistical 
data describe accurately what has happened, and what is happening. 
Second, the study of statistical data may help us to understand why 
things have happened as they did; that is, such study may help us to 
discover cause and effect. Third, this knowledge ma\' enable us to an¬ 
ticipate what will happen, so that we can adjust ourselves to economic 
changes more easily, o^ even control these changes. 

The Reliability of Statistical Data 

Statistics, properly gathered and presented, can be a valuable guide 
in making judgments. Improperly handled, they may be a means of 
giving an appearance of exactness to an untruth. Some errors in the 
use of statistics are made by the statistician; more are probably the re¬ 
sult of improper interpretations by inexperienced or prejudiced users. 
Several points should be kept in mind in appraising the reliability of 
statistical data. 

First, we cannot have accurate statistics about things which cannot 
be counted or measured. We can set forth data showing the number of 
crimes committed which have been detected, but we cannot expect to 
secure accurate data on the number of crimes which have not been 
detected, although we can, of course, have estimates as to their number. 

Second, we must be sure that terms have been so defined that there 
is no confusion as to what is being counted or measured. If one count of 
the unemployed includes people who are too sick or too old to work, 
and another count excludes them, the two sets of data as to the number 
unemployed will differ and will not be comparable. 

Third, we must distinguish between figures presenting facts and 
figures which are conclusions from facts. Suppose, for example, we are 
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told that a certain percentage of the entire population owned radio sets 
on a given date. That would probably be a conclusion from facts, since 
it would be too slow and too expensive to make a complete count of all 
the people in the country who owned radios. Instead, a sample group 
was chosen, containing some people from all areas, occupations, and 
income levels. These people were carefully questioned, and the num¬ 
ber of radio owners counted. The result was a numerical fact, the per¬ 
centage of this sample group who owned radios. From this fact was 
drawn the conclusion that in the entire population of this country, this 
particular percentage of people owned radios. This was a valid conclu¬ 
sion if the sample group accurately represented the entire population; 
that is, if there was a truly representative sample. If the sample group 
was not representative of the whole population, then the conclusion 
was misleading. Many years ago, w^hen the editors of a magazine tried 
to predict who would win a presidential election, they polled telephone 
subscribers. They overlooked the fact that telephone subscribers were a 
relatively prosperous group and did not give a representative sample 
of the entire population. 

Fourth, we must recognize that collecting data by asking people 
questions may not yield correct facts. People may not understand the 
questions clearly, may answer without adequate knowledge, or may not 
give an honest answer. Suppose the question is, “How much does your 
family spend on recreation?” The results may be unreliable because of 
different interpretations of what constitutes recreation. Moreover, some 
of the individuals questioned may not know the facts with any degree 
of accuracy. Sometimes they may give the answer which they think the 
questioner wants, or which will reflect prestige on themselves. 

Fifth, we must be sure of the honesty, integrity, and impartiality of 
the individual, firm, or group gathering and presenting the data. 
Groups who want to shape people’s opinions may select only the data 
which suit their purposes. Those statistics are best which have behind 
them the authority of generally recognized sources of statistical data. 

Sources of Statistical Data 

Knowledge about the reliability of different sources comes from use 
and experience. Most of our statistical data dealing with economic 
questions originate with some government agency. The Survey of Cur- 
rent Business, the Federal Reserve Bt.lletin, and the Monthly Labor 
Review are examples of regular monthly publications which give up-to- 
date statistics compiled by government departments. Special studies by 
government departments and congressional investigations have also 
yielded mountains of economic fact. A letter to the Superintendent of 
Documents, Government Printing Office, Washington 25, D.C., will 
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bring information about the many statistical reports issued by agencies 
of the federal government. Many states and municipalities also make 
available statistical summaries of their major activities. 

There are statistical services which, for a fee, provide information to 
industry. Examples include Standard and Poor’s Corporation, which 
specializes in in\ estment and financial statistics; Dun and Bradstreet, 
Inc., which is best known for its credit ratings and information on busi¬ 
ness failures; and the Research Institute of America, which presents 
statistical reports, although it stresses legal interpretations. Private re¬ 
search organizations supported by membership subscriptions, or be¬ 
quests and endowments, are among the best sources of statistical data. 
The National Industrial Conference Board, the National Bureau of 
Economic Research, the Brookings Institution, and the Twentieth Cen¬ 
tury Fund are examples of such organizations. Large corporations, 
chambers of commerce, and labor unions all have their own educational 
and research departments to collect and analyze data. A tremendous 
amount of statistical work is also done in colleges and universities. 

The data gathered by these organizations are found in huge files and 
fill many volumes. Selections of the most useful and significant statistics 
are published annually in one-volume form, classified and indexed for 
ready reference. These books are secondary references. One valuable 
example is the Statistical Abstract of the United States, published each 
year by the federal government. Government departments issue sum¬ 
maries in their annual reports or in the form of yearbooks. The Depart¬ 
ment of Agriculture publishes an Agricultural Yearbook, and the Bu¬ 
reau of Mines a Minerals Yearbook, Best known to the average person 
are the almanacs published privately each year, which give a wealth of 
information in many fields; examples are the World Ahnaruic, Informa¬ 
tion Please Almanac, and the Economic Almanac of the National In¬ 
dustrial Conference Board. Data presented in magazine articles may 
be discovered by referring to the Readers* Guide to Periodical Litera¬ 
ture. The New York Times, which presents many reports of all kinds 
in their full text, publishes a complete index to all its articles. Many 
libraries have these reference materials. 

Presenting Statistical Data 

The aim in presenting statistical data should be to make them as easy 
as possible to understand. One way is to present the actual numbers in 
a logically organized arrangement with vertical columns and horizontal 
lines. This is presentation in a statistical table, or in tabular form. The 
table should bear a complete title explaining the nature of the data and 
giving the dates to which the figures apply. Explanations at the left, or 
stub, of the table and at the heads of the columns should also appear. 
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It is good practice to state the source of the data, either in the title or 
in a footnote. 

Suppose, for example, that the head of a department was asked for a 
statistical description of weekly salaries and payrolls. The tabular pres¬ 
entation might appear as follows: 


Distribution of Weekly Salaries and Payroll in the Drafting De¬ 
partment OF THE ABC Engineering Corporation, April 1949 


a 

b 

c 

d 

e 

f 

g 

Weekly 

Number of 

Percent of 

Cumulative 

Payroll 

Percent of 

Cumulative 

Salary 

Employee.^ 

Employees 

Percent 

by Group 

Payroll 

Percent 

$90 

4 

11.4 

11.4 

$ 360 

13.9 

13.9 

$80 

11 

31.4 

42.8 

880 

34.0 

47.9 

$70 

15 

42.9 

85.7 

1050 

40.5 

88.4 

$60 

5 

14.3 

100.0 

300 

11.6 

100.0 

Totals 

35 

100.0 

— 

$2590 

100.0 



The term distribution in the title tells us that the table shows how 
many of the group received each salary. It will be observed that this is 
shown in two ways: by number of employees and amount of payroll, 
and by percentage of employees and percentage of payroll. (Compare 
columns b and c, and columns e and f.) Two columns, d and g, are 
headed “cumulative percent.” A cumulative percentage tells the per¬ 
centage falling above or below a certain level. Thus, as shown in column 
d, 85.7 percent of the men received a weekly salary of $70 or higher, 
while 42.8 percent received $80 per week or higher. Column g shows 
the cumulative percentages for payrolls: 47.9 percent of the payroll 
went to pay those receiving $80 per week or higher, and 13.9 percent 
was paid to those recei\ ing $90 per week or higher. The cumulative 
percentages could also have been figured to show the total percentage 
of those receiving less than a given salary. 

A second way of presenting statistical data is through the use of 
graphs. Graphic presentation shows numerical relationships by means 
of lines, bars, circles, and other pictorial or visual forms. The type of 
graph used will depend upon the aim in mind. The advantage of a 
graph over a table is that it makes clear to the eye, quickly and without 
the need for mental arithmetic, what the numbers say. On the following 
pages the possibility of varied methods of graphic presentation is 
demonstrated by showing seven ways of representing the data in this 
table. These seven graphs or charts are all made from the simple data 
presented in the lesson. The type of graph used depends on the pur¬ 
pose in mind and on the skill of the reader for whom it is intended. 
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DISTRIBUTION OF WAGES 
BY NUMBERS OF WORKERS 


NwKbM 



Weekly Earnings 

(T) 


NUMBER OF WORKERS 
IN FOUR SALARY GROUPS 



$90 $80 $70 $60 

Weekly Earnings 


( 2 ) 


DISTRIBUTION 
OF EARNINGS 


35 cases 

Number 



Weekly Earnings 

(3) 


(1) Line Graph. This is the most common form of graph. The bottom scale Is 
the horizontal scale or horizontal axis; the side scale is the vertical scale or 
vertical axis. The number of workers is shown on the vertical scale, and the 
salary level is shown on the horizontal scale. Using the figures from the table 
on page 35, the points, corresponding to the numbers of workers, are 

plotted in the centers of the spaces of the horizontal scale. 

(2) Bar Chart. This is a vertical bar chart. The values are printed on the bars, 
eliminating the need for a scale at the left. The chart may also be drawn 
with horizontal bars, which would be more convenient if the description of 

each bar required several words rather than a number. 

(3) Histogram. In a line graph, plotted points are connected with a line, but 
in a histogram a horizontal line is drawn through each point and then all 
are connected in a series of steps. This prevents drawing wrong conclusions 
regarding values between plotted points. In this chart the space under the 
line has been filled in. This makes a more attractive graph and at the same 

time directs attention to the important part. 


PERCENT DISTRIBUTION 
OF WEEKLY EARNINGS 
AMONG 35 WORKERS 



Weekly Earnings 


(4) 


PERCENT DISTRIBUTtON 
OF 35 SALARIES 



(4) 100% Bar. Here the aim is not to show amounts but to show percentages 
of the total. The length of the bar is fitted to whatever space is available; 
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the important feature is the percent division of the bar. Often, to make com¬ 
parisons between different groups, places, or dates, several 100% bars are 
placed next to each other. Although the totals for each set of data may 
differ, all the bars will be of the same length because each is equal to 100%. 
To make comparison easier, dotted connecting lines may show how the per¬ 
cents, or component parts, vary. 

(5) Pie Chart, Here a circle is used instead of a bar. Otherwise the graph 
is the same as the 100% bar and is used for the same purpose. The size 
of the circle is unimportant; as in the 100% bar, the proportion of its parts 
is the significant point. The disadvantages of the pie chart compared to the 
100% bar are twofold; side-by-side comparison is not so easy, and it is 
harder to show values because a scale going around a circle is fairly difficult 
to read. This graph illustrates also the use of a key (given beneath the circle) 
to show the meaning of shadings. 


WEEKLY EARNINGS 



( 6 ) 


SALARIES AND PAYROLL 
PERCENT DISTRIBUTION 



(6) Cumulative Percent Chart. This type of graph is rarely used. The vertical 
scale shows the percent receiving more than the salary level stated on the 
horizontal scale. For example, to find what percent of the workers received 
more than $70 per week, it is necessary to find where the point plotted in 
the center of the $70 space falls on the vertical axis. Examination shows this 
to be between 75% and 100%, at approximately 85%. Therefore, about 
85% of the men received more than $70 per week. If each of the four salary 
groups had 25% of the men, that is, if the distribution had been equal, the 

line would have been a straight one. 

(7) Pictorial Chart, This is like a bar chart except that symbols have been 
used to make the graph more attractive and to present the idea more 
clearly. The symbols should be appropriate to the thing being counted. Each 
symbol stands for a stated percent of men or of payroll. This graph also 
differs from the others in that it compares two sets of related data in one 

graph. The same thing can be done with lines, bars, or circles. 
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Note their variety. Though no source has been quoted in this in¬ 
stance, it is good practice to show the source of the data in the title 
or in a footnote. Notice also the diflFerent ways in which the title may 
be set forth. 

Using Averages 

The table of weekly wages on page 35 is really a kind of numerical 
description of the wages of a group of individuals. It sets forth the 
distribution of wages by telling how many workers received each wage. 
Another way to give a numerical description of the group is to state 
the average wage. 

There are different kinds of averages, and the statistician knows that 
it is important to use the right one for his particular purpose. The most 
common kind of average is the arithmetic mean, which tells how much 
each member of a group would get if distribution were exactly even. 
Here is the way it is computed: 


Weekly Salary X 

Number of Employees — 

Payroll 

$90 

X 

4 

$360 

80 

X 

11 

880 

70 

X 

15 

1050 

60 

X 

5 = 

300 



35 

$2590 


$2590 

= $74 = arithmetic mean 



35 



In this case, if all employees had received the same amount, that 
amount would have been $74. No employee actually received the 
average amount. The arithmetic mean does not describe any individual 
in the group, except by coincidence; it gives a single number which 
can be used to describe the group as a whole. This average is valuable 
for comparing one group with another. It may be important for the 
ABC firm to know that the average wage of $74 in its drafting depart¬ 
ment is $6 lower than the average wage in the drafting department of 
its competitor. 

Another kind of average used frequently in statistical work, but much 
less familiar, is the median. The median is the number which is exactly 
in the middle when the numbers of a group are arranged in order of 
size. The first step in finding the median is to arrange the items in order 
of size. Such an arrangement for the same figures we have just used 
might appear as on the next page. 

The middle wage, whether counted from the first downward or from 
the last upward, is the 18th one, which is $70 per week. This is the 
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Rank 

Amount 

Rank 

Amount 

Rank 

Amount 

Ist 

$90 

13th 

$80 

24th 

$70 

Snd 

$90 

14th 

$80 

25th 

$70 

3rd 

$90 

15th 

$80 

26th 

$70 

4th 

$90 

16th 

$70 

27th 

$70 

5th 

$80 

17th 

$70 

28th 

$70 

6th 

$80 



29th 

$70 

7th 

$80 

18th 

$70 

30th 

$70 

8th 

$80 

19th 

$70 

31st 

$60 

9th 

$80 

20th 

$70 

32nd 

$60 

10th 

$80 

21st 

$70 

33rd 

$60 

11th 

$80 

22nd 

$70 

34th 

$60 

12th 

$80 

23rd 

$70 

35th 

$60 


median wage. This type of average is sometimes preferred to the arith¬ 
metic mean because it is not influenced by a few very high amounts or 
a few very low amounts. In the above example, if the four receiving $90 
per week were to be raised to $150 per week, the arithmetic mean 
would change to over $80; the median, however, would still be $70. 

The most important thing for the user of averages to remember is 
that whatever the type of average used, it describes a whole group of 
numerical facts rather than any single one. There is value in comparing 
individuals with the average, but the average itself tells nothing about 
an individual. The average wage may be $74 or $70, depending upon 
the kind of a\erage used; yet some may be receiving $90 and others 
only $60. The average mark for an entire class of pupils may be 72 per¬ 
cent; yet some may fail and others get perfect marks. An average de¬ 
scribes the group, not necessarily any individual part of the group. 

An average may be computed in such a way as to give more weight 
to some of the numbers being averaged. Such an average is called a 
weighted average. Students are acquainted with weighted averages 
even though the term may be strange. If the class work is counted 
twice as much as test marks, or the mid-term test is counted as equal 
to three ordinary tests, it means that certain marks are being given 
more weight than others. The final mark is then a weighted average. 
In figuring the average price paid by a family for all the things it buys, 
the economic statistician may give each item a weight depending on 
how important it is in the family budget. This would be a weighted 
average. The method of weighting used nay make a great diflFerence 
in the size of the average. 

In general, then, the methods used in computing averages, the skill 
of the statistician, his honesty of purpose, and the accuracy of his work, 
are all important in determining the reliability of the averages. Finally, 
the value of statistical data depends not only on the skill and honesty 
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with which they are gathered, selected, and presented, but upon the 
intelligence and understanding with which they are interpreted. 


Exercises and Activities 

I Dictionary of Economic Terms 
arithmetic mean median 

cumulative percentage representative sample 

graph statistics 

weighted average 


II Questions and Problems 

1) (a) What is meant by “statistics’? (b) Show how statistics arc valu¬ 
able in the study of economics, (c) List three sources of statistical 
data. 

2) “A statistical sample should be a cross section of the group as a 
whole.” (a) Explain the above statement, (b) How would you go 
about selecting a representative sample of the student population in 
your school for purposes of a survey? 

3) In 1935-1936 the median family income was $1,285. (a) Explain 
the above statement, (b) Write one conclusion it would he wrong 
to draw from this statement. 

4) What is meant when a person is referred to as “average”? Criticize 
such a statement from the point of view of the statistician. 

5) A survey of prices for a certain article on the same day in 21 different 
stores showed the following: 


3 stores sol<i it for $3.00 


2 

4 
6 

5 
1 


<< 


4.00 

4.50 

5.50 
6.00 
7.00 


Determine the average selling price of the article by finding (a) the 
arithmetic mean, (b) the median. 

6) Look through this book. List the page numbers on which you find ex¬ 
amples of each of the different types of graphs shown on pages 36-7. 

7) Bring in a graph from a newspaper or magazine. What kind of graph 
is it? Explain how it makes interpretation easier than tables or num¬ 
bers would. 

8) A questionnaire prepared by a magazine had to be abandoned be¬ 
cause it proved that its readers alone owned more Rolls Royce cars 
than had ever been produced. How does this example illustrate the 
diflBculties and dangers in gathering data by the use of the question¬ 
naire? 
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9) In baseball we hear of team averages, batting averages, fielding av¬ 
erages, pitching averages, (a) Explain how such averages are 
figured, (b) How does this use of the term “average” differ from its 
more common use as explained in this lesson? 

Ill Tihngs To Do 

1) Visit your school library and your nearest branch library outside 
school. Which of the references mentioned in the lesson does each 
have on hand? 

2) Footnotes are used to state sources of statistical data. By consulting 
the footnotes in this book, state the names of (a) a study made by 
a government agency, (b) a study made by a private organization. 

3) Prepare a report on the kind of information you find in one of the 
following: (a) Monthly Labor Review, (b) Survey of Current Busi¬ 
ness, (c) World Almanac, (d) Statistical Abstract of the United 
States, (e) Federal Reserve Bulletin, 

4) Consult U. S. A.: Measure of a Nation by Carskadon and Modley 
(Twentieth Century Fund, 1949) for many excellent examples of 
varied graphics on important economic issues. Copy one or more for 
class display. 


^ STATISTICAL CHANGE AND 
LESSON (J INDEX NUMBERS 

Absolute and Relative Change 

The subject matter of economics is concerned with factors whose 
value rarely remains the same; prices, wages, incomes, profits, and costs 
are constantly changing. The economist is as fully interested in how 
much they are changing as he is in how large or small they are at any 
particular time. Furthermore, he is interested in knowing how the 
change in one item compares with changes in others. The cartoon on 
the next page pictures a race between cost of living and wages. 
Such a race—typical of the relationships between economic factors— 
is never over, and there is no final winner; the economic effects at any 
given time depend upon which factor is moving faster. 

In economics we are constantly concerned with measuring, stating, 
and comparing the degree of change taking place. Change can be set 
forth in two ways, as an absolute change or as a relative change. 

An absolute change expresses the amount of change in an item at 
different times. The table on the next page shows the absolute change 
in costs per pound in the price of meat from 1939 to 1947. 
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Economic conditions ore affected by relative changes in economic factors. 


It will be noted that the direction of change, up or down, is shown 
by a plus or minus sign before the amount. It will be observed, too, 
that the third column shows the change compared with the preceding 
year, the fourth column shows each change compared with 1939. Thus 
it will be noted that the price declined by 2.5 cents from 1943 to 1944, 
but was still 5.4 cents higher than in 1939. These are simply two dif¬ 
ferent ways of stating an absolute change in the price. 

Amount of Change in Average Retail Price of Round Steak 
IN U.S. Cities, 1939-47 



Price 

Compared to 

Com pared to 

Year 

{cents per lb.) 

Year Preceding 

urn 

1939 

36.0 



1940 

36.4 

+0.4!* 

+0.4^5 

1941 

39.1 


+3.1?‘ 

1942 

43.5 


+7.5f5 

1943 

43.9 

+0A^ 

+7.9)6 

1944 

41.4 

-2.5)* 

+5.4«‘ 

1945 

40.6 


+4.6)6 

1946 

50.1 

+9.5^5 

+ 14.1j‘ 

1947 

67.1 

+ 17.0^1 

+31.1^6 


In stating change, it is important to make clear with what previous 
figure a comparison is being made. The number with which comparison 
is made, the one which exists before a change takes place, is called the 
base number, and the year or period from which this number is taken 
is called the base year or the base period. For the third column of the 
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table the base number was the price in each preceding year and was 
therefore different for each computation. For the fourth column there 
was a common base number and base period for all; the base number 
was a price of 36.0 cents per pound and the base period was the year 
1939. The practice of choosing one number as a common base for all 
computations of change makes for greater ease in interpretation, and is 
the method most generally used in presenting such statistics. 

The second way of describing the degree of change is to show it as a 
relative change. A relative change expresses the ratio of two amounts, 
generally in the form of a percent. We may say, when a price rises from 
36 cents to 72 cents, that the price has doubled. A much better way is 
to state it as a percent of increase or decrease; a rise from 36 cents to 
72 cents is an increase of 100 percent. The following table shows the 
absolute and relative changes in the price of meat from 1939 to 1947, 
using 1939 as a base year. 


Amol'nt and Percent of Change in Retail Meat Prices, 
1939-47 

(price for base year 1939 = 36.0 cents) 


Year 

Amount of 
Change (absolute) 

(in cents) 

Percent of 
Change (relative) 

1939 

— 

— 

1940 

-fO.4 

+ 1.1 

1941 

+3.1 

+8.6 

1942 

+7.5 

+20.8 

1943 

+7.9 

+21.9 

1944 

+5.4 

+ 15.0 

1945 

+4.6 

+ 12.7 

1946 

+ 14.1 

+39.1 

1947 

+31.1 

+86.6 


The percentage change in each case may be figured by following a 
simple arithmetic formula: 


Amount of change from base year 
Amount in the base year 


= percent change 


Thus in 1944, the price was 5.4 cents greater than the price of 36 cents 
prevailing in 1939, the base year. Applying the formula, we find: 


-= .15, or 15 percent, the rate or percent of mcrease 

36.0 cents 

The 1944 price can also be expressed as 115 compared to 100 in the 
base year. In that case 115 is called a relative number. A relative num¬ 
ber shows the size of a number when compared to another one, which is 
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always considered equal to 100. Actually the relative number shows 
what percentage the amount in a given period is of the amount in the 
base period, but with the word “percent,” or the percent sign, left out. 
The computation of a relative number, therefore, uses the following 
formula: 

Amount for a given period 

-- :—\ -r-T X 100 = relative number 

Amount m the base period 

Price in 1944 41.4 cents ^ 

Price in 1939 36.0 cents 

1.15 X 100 = 115, relative number for 1944 

Using relative numbers is the most convenient way of showing rates 
of change compared to a common base. In the first place, relative num¬ 
bers are likely to be whole numbers; instead of saying a number is 1^ 
times the base, we can say that it is 150 compared to 100. Secondly, 
using relative numbers helps to limit the use of decimal points and the 
inconvenience of repeating percent signs; a relative number may be 
stated simply as 115, not as 1.15 or as 115 percent. In the third place, 
use of the relative number makes it easy to tell whether there has been 
an increase or decrease without using plus or minus signs. Thus a rela¬ 
tive number of 115 means an increase of 15 percent above the base 
year (115 — 100 = 15;, and a relative number of 72 means a decrease 
of 28 percent below the base year (100 — 72 =28). Below is a table 
of relative numbers stating in diflFerent form the same facts shown in 
the table of percent changes in meat prices which appeared on page 
43: (Numbers after the decimal point have been dropped for sim¬ 
plicity. ) 

Relative Numbers of Meat 
Prices, 1939-47 

1939 = 100 


1940 

101 

1941 

108 

1942 

120 

1943 

121 

1944 

115 

1945 

112 

1946 

139 

1947 

186 


It will be seen that comparisons among the different years, and between 
each year and the base year, are clearer when expressed in relative 
numbers than in any of the previous forms. 

However, one caution should be emphasized: Relative numbers show 
the percent change from the base year only. In this table the relative 
number for 1946 is 139, and the relative number for 1947 is 186—a dif* 
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ference of 47. This does not mean an increase of 47 percent in 1947 
compared to 1946. The relative numbers show^ that the price was 39 
percent higher in 1946 than in 1939 (139 — 100 = 39), and that the 
price was 86 percent higher in 1947 than in 1939 (186 — 100 = 86). To 
find the percent change in 1947 compared to 1946, we would have to 
make the same computation that is necessary for any percent change. 

Amount of change (186— 139) 47 

Amount before change =-139-= 

A difference of 47 points between the two relative numbers turns out to 
be a change of 34 percent. 

Using Index Numbers 

The most common way of measuring change in complex economic 
factors is through the index number. An index number is an average of 
relative numbers. 

The table on page 44 showed the use of relative numbers to measure 
the changes in the price of meat. Suppose the problem called for meas¬ 
uring the rate of change in different kinds of food; for example, meat, 
eggs, and milk. The prices of these items cannot be averaged together; 
because meat is sold by the pound, eggs by the dozen, and milk by the 
quart. This problem can be solved, however, by reducing the price of 
each article to a relative number. The relative numbers of the price of 
meat, eggs, and milk in 1944 are stated, and the index number is com¬ 
puted: 


Meat 

115 

Eggs 

169 

Milk 

128 


Total 412 divided by 3 = 137, index number 

The following table shows the index numbers for these three products 
for the years 1939 to 1947, with 1939 as the base year: 

Changes in the Price of Meat, Eggs, and Milk, 1939-47 
(1939 = BASE year) 


Year 

Meat 

Relative Numbers 
Eggs 

Milk 

Meat-Eggs-M ilk 
Index Number 

1939 

100 

100 

100 

100 

1940 

101 

103 

105 

103 

1941 

108 

123 

111 

114 

1942 

120 

150 

123 

131 

1943 

121 

178 

127 

142 

1944 

115 

169 

128 

137 

1945 

112 

181 

128 

140 

1946 

139 

182 

144 

155 

1947 

186 

189 

160 

178 
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The above table of index numbers has a limited value, however, be¬ 
cause of two factors. For one thing, an index number of food prices 
based on only three items does not necessarily show the changes in 
prices of food in general. Furthermore, the method used for computing 
the index numbers in the above table was that of the simple, un¬ 
weighted arithmetic mean. The prices of meat, eggs, and milk were 
given equal weight. 

When the index number of consumer prices is computed by the Bu¬ 
reau of Labor Statistics, both these factors are taken into account. The 

LABOR’S VIEW INDUSTRY’S VIEW 




ChOftj hr 0«APHICS WSTiTUTf. N Y 


With identical data but different base periods a newspaper presented these 
seemingly opposite views. Note that in Jan., 1945, (right graph) wage rates 
began to drop, while prices still rose. This explains why, with Jan., 1945, as 
base period (left graph), prices appear above wages. But as compared with 
1939, wages had risen more than prices. Comparison and interpretation are 
easier and more likely to avoid error if the same base period is used. 

index number is based on many hundreds of items, which together 
make a representative sample of the average family’s spending. Each 
item is weighted on the basis of studies which have been made by the 
Bureau of the amounts spent by typical families for food, clothing, 
housing, and other items. Food ordinarily takes from two to three times 
as much of the family budget as clothing; and some food items are 
much more important than others. The consumer price index reflects 
these diflFerences in importance. 

The reader of statistics must also remember that a change in the 
index number does not prove that every item included in it changed in 
the same way. In 1944 in the table above, the index number dropped 
compared to the previous year; the price of milk, however, rose for that 
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period. Thus we must be careful not to make judgments about any 
particular part from what we know of the whole. 

Comparison between two sets of index numbers is difficult unless 
the base periods are the same in both cases. The graph on page 46 il¬ 
lustrates the danger of shifting the base period. The difference in the 
points of view of labor and industry shown on the graph lies not in the 
fact that the data were different, but in the fact that different base pe¬ 
riods were chosen for the same data. 

It must always be realized that index numbers show relative size, not 
absolute size. The fact that the index and the relative numbers for 
meat, eggs, and milk in the table on page 45 were all 100 in 1939 does 
not mean that the prices in dollars and cents were all the same. Actu¬ 
ally, in 1939 the price of meat was 36 cents per pound, eggs were 32 
cents per dozen, and milk 12 cents per quart. In 1947 the relative num¬ 
ber for meat prices was 186 compared to a relative number of 189 for 
milk prices; the actual price of steak was almost 68 cents per pound, 
compared to less than 20 cents per quart for milk.^ To judge absolute 
prices from relative numbers or index numbers would clearly be wrong. 

Statistical CoRRELATiOiN 

When two sets of statistical facts are connected in their movements 
the statistician may say that there is a high correlation between them. 
By correlation he means that changes in one set of facts are accom¬ 
panied by changes in the other. The correlation may be direct^ meaning 
that when one rises or falls, the other moves in the same direction; or 
it may be inverse, meaning that when one rises or falls, the other moves 
in the opposite direction. 

The mere fact of statistical correlation does not prove that one factor 
causes the other. It may be that the changes in both factors are the re¬ 
sult of changes in a third factor. If it is shown that a rise in prices is 
accompanied by a rise in wages, we should say that there is a direct 
correlation between price increases and wage increases. This is not the 
same as saying that rising prices cause rising wages or that rising wages 
cause rising prices. To say this would first require further investigation 
of the reasons for the occurrence of the statistical correlation. The stat¬ 
istician and the economic theorist must work together, for statistics 
provide a way of \’erifying theory. 

Exercises and Activities 

I Dictionary of Economic Terms 

absolute change index number 

base number, year, or period inverse correlation 


^ Information Please Almanac 1948, Doiibleday & Company, Inc., p. 367. 
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Analyzing Economic Problems 

correlation relative change 

direct correlation relative number 

II Questions and Problems 

1) Using the data in the table, answer the questions which follow: 

Retail-Store Population, 1915 and 1935, 3*^ Towns* 

General Men's Dry Women's Ilard- 

Stores Drug Clothing Goods Shoes Wear ware 
Number in 1915 671 143 U28 1*24 88 110 

Number in 1935 898 138 87 55 59 73 80 

* Source: Dun and Bradstreet, Inc. 

(a) Explain, and gi\e examples of, the difference between absolute 
change and relative change, (b) Which showed a greater absolute 
decrease, hardware or shoe stores? \\1iich showed a greater relative 
decrease? (c) Explain the steps in preparing an index number for 
the retail stores in existence in 1935, with 1915 as the base year. 

2) Explain whether the statements below the table are true or false ac¬ 
cording to the figures in the table: 


Index Numbers ^ 

F Industrial Production 

(1935-39 

= 100)* 

Industry 

1943 

1944 

1945 

1946 

Fuels 

132 

145 

143 

137 

Processed Fo( ds 

145 

152 

150 

150 

Metals 

126 

118 

101 

88 


* Source: Board of Governors, Federal Reserve System 

(a) All industries were producing more than in the base period. 

(b) Manufactured food.s were produced in the same fiuantity in 
1945 and 1946. (c) The production of fuels in 1944 was the same 
as the production of manufactured foods in 1943. (d) The produc¬ 
tion of fuels dropped 6% in 1946 compared to 1945. 

3) Draw a graph based on the figures given in Question 1 or 2. 

Ill Thlvgs To Do 

1) In a newspaper find examples of the use of index numbers. 

2) Copy the following headings and supply the recpiested information 
about three tables or graphs in this hook. Note example. 

Economic Factor Base Perioi. Phei-ahed hv Page in Book 

Industrial Production 1935-39 Federal He.serve Board 4!^ 
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LESSON 


WHAT ARE STANDARDS OF 
LIVING? 


7 

The Meaning of Standard of Living 

If you compare your family with others you know—for the foods they 
eat, the clothes they wear, the homes they live in, the furnishings they 
use, the recreations they pursue—you will observe that there are dif¬ 
ferences. Each family has a distinctive mode or level of consumption 
which we call its standard of living. A standard of living may be de¬ 
fined as the quantity and quality of goods to which one has become 
accustomed and which one is generally able to acquire. 

The attempt to maintain and improve the standard of living is the 
main incentive for work. People resist any downward change; during 
the hard times of the 1930’s many families had to reduce their stand¬ 
ards of living; it took many unhappy months to make the adjustments. 
When times were better, during the 1940’s, there had to be another 
adjustment, a pleasanter and swifter one, to a higher standard of living. 

The elements making up a family’s standard of living are many and 
complex. It has been impossible, therefore, to measure standards of 
living with a numerical scale, like the thermometer scale used by 
scientists for measuring temperature. Some items related to standards 
of living can be measured; for example, the calories or vitamin content 
in food, the tensile strength of cloth, or the number of square feet of 
living space. Such measures, however, cannot adequately represent the 
satisfactions received by the consumer of food, clothing, or housing. 
Bread, rice, oatmeal, corn, cassava, macaroni, and other starchy foods 
contain the same basic food elements; a hut and a mansion both provide 
shelter; yet how differently they are viewed by different people. Stand¬ 
ards of living can be measured only in a rough way by comparing one 
standard to another, and by setting forth general comparative descrip¬ 
tions rather than definite numbers on a standard scale. 

Classifying Standards of Living 

It is possible to divide standards of living into roughly five groups. 
The basis for classification is how well the family income is able to 
satisfy the basic needs for food, clothing, and housing, and in addition 
provide luxury items and savings. The boundary lines between the 
groups are not hard and fast. In fact, it is not easy to tell exactly where 
one standard of living ends and the next one begins. One group merges 
gradually into the next, as do the colors in the rainbow. 

Poverty is the standard of living at which the family is not able to 
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provide itself with the necessities of life out of its own income. A family 
living at this level depends upon outside help for part of its needs— 
upon contributions from relatives, friends, charitable organizations, 
and public relief. The food is insufficient, of poor quality, and the diet 
frequently unbalanced. Hunger is familiar to such a family. Its mem¬ 
bers are the most frequent sufferers from diseases caused by malnutri¬ 
tion. They live in the slums of the cities and in the poorest of rural 
shacks. New clothing is a rare luxury. They seldom visit doctors and 
dentists, and any medical treatment they receive is likely to be at the 
free pubhc clinics. The family on the poverty level must struggle to 
live from one day to the next. 

Subsistence is the standard of living at which the family has just 
enough income to get necessities without outside help. The essential 
difference between this level and the poverty level is that the continu¬ 
ous reliance upon public or private assistance is not present. Borrowing 
to meet minor emergencies is common. The quality of food obtainable 
is fair, the quantity usually sufficient. Clothing is just adequate, with 
very few new garments bought each year. Housing is still poor. Income 
is insufficient to leave an\’ savings for even a little security. Existence 
is on the borderline where any major emergency, such as illness, birth, 
or death, will make the family seek outside help, and so force it down 
to the poverty le^ el. 

Health and Decency is the standard of living at which the family is 
able to buy necessities regularly out of its own income and have some¬ 
thing left over for security and simple comforts. It can afford more food 
of better quality and greater variety than the two previous groups. The 
home or apartment is simple but fairly comfortable and not over¬ 
crowded. It is equipped with sanitary plumbing and electricity. Fur¬ 
nishings are adequate and include a radio and some electrical aids to 
housekeeping. There is room in the budget for an insurance policy, 
magazine purchases or subscriptions, and a few forms of recreation. 
The family situation permits the children to complete high school with¬ 
out the necessity for after-school work. Successful living in this family 
depends very strongly upon skillful management of income and wise 
family buying. 

Comfort is the standard of living at which the family can take for 
granted the necessities of life and can provide, with some leeway, for 
savings and luxuries. Some of these luxuries, indeed, are thought of as 
necessities. Food is richer, more carefully prepared, and sometimes too 
plentiful for health and figure. Clothing can be bought on the basis of 
style rather than cheapness and durability. The family can afford to 
live in a good neighborhood and buy up-to-date labor-saving equip¬ 
ment. Furnishings are more comfortable and richer in appearance. Sav- 
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ings accounts and insurance policies protect the family against emer¬ 
gencies and provide a nest egg for a new home, a new piece of house¬ 
hold equipment, an automobile, television, travel, or vacations. College 
education for sons and daughters is not unusual. At this level "want¬ 
ing” is only for expensive luxuries. 

Wealth is the standard of living at which not only the necessities of 
life and provision for security are taken for granted, but ample luxuries 
as well. Food, clothing, living quarters, education, recreation, and in- 



Library of Congress, photo by Rainey 


The kitchen and ‘‘living room” of a Connecticut home built in 1670. In what 
respects does it differ from a modern kitchen and living room? What con¬ 
clusions, if any, can be drawn about the standard of living of its occupants 

in colonial times? 

vestment for the future can be provided lavishly. Families can aflFord 
the money and the time to partake generously of such cultural advan¬ 
tages as concerts, the theater, and travel. This is the standard of living 
made familiar by many of our motion pictures and the society pages of 
newspapers. Its distinguishing features are exclusiveness, richness, a 
constant search for something new. Savings and invested wealth tend 
to be largest in this group, and in these fa flilies ways and means of in¬ 
vesting wealth become a very important consideration. 

The Relative Nature of Standards of Living 

A family’s standard of living is a measure of goods and services that 
it customarily consumes. A very high standard of living does not neces- 
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sarily mean that the members of the family are content and well- 
adjusted. Life cannot exist without food, clothing, and shelter. How¬ 
ever, the types of food, clothing, and shelter which will make for great¬ 
est satisfaction for any one family depend upon the time, the place, and 
the circumstances involved. 

In comparing standards of living today with those of earlier times, 
the tastes and customary consumption of each period must be taken 
into consideration. Poor families today take for granted goods and serv¬ 
ices undreamed of by the well-to-do of earlier generations. This may 
be seen from the following description of living standards of profes¬ 
sional men in this country in the early part of the last century:^ 

The homes of such professional men would now be considered plain in the 
extreme, lacking all luxuries and many things regarded as essentials today. 
The farmers and mechanics of that time found clean sand a substitute for 
carpets, and pewter or wooden dishes sufiicient for tablewear. There was no 
linen on the table or prints on the walls; nor many books, nor any periodicals. 
Except for hats and shoes (which were made and sold at the village shop), 
all of the clothing of the family was homemade. The three meals of the day 
w^ere from varying combinations of salt pork, salt fish, potatoes and turnips, 
rye bread, and dried apples, with fresh meat perhaps once a week. Not yet 
known were cauliflower, sweet com, lettuce, canteloupes, and tomatoes; 
while tropical fruits like oranges and bananas were the rare luxuries of the 
rich. Even the rich could not have ice in the summer. In the cities a small 
class of merchants had spacious homes, silver-laden tables, and on occasion 
crimson attire. The great planters of the South, too, lived in open-handed 
wastefulness, but with little real comfort. 

It is clear that a poverty standard of living in 1950 is a much better 
standard than poverty was a century ago and that it contains many fea¬ 
tures not even included in comfort and well-to-do standards of that day. 
That, howe\er, will not serve to make the poor family today any hap¬ 
pier with its lot, for it compares the goods and services it is able to con¬ 
sume with those that the customs and traditions of the present day have 
made it want. Comparisons with a previous century are useful as a 
measure of national progress but they cannot serve to measure relative 
standards of living as they exist today. 

A similar diflBculty confronts one in attempting to compare standards 
of living in different places or different countries at the same time. Such 
comparisons are most meaningful when the customs and traditions of 
the two countries are not too far apart. The customary diet of a Japa¬ 
nese, Chinese, or Indian family is considerably different from that of an 
American family. The Asiatic families do not have the income to secure 

^ Willis M. West, History of the American Nation, Ronald Press, 1929, pp. 385- 
386. 
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the same quantity and quality of foods as Americans, but they do not 
like and do not want the same foods. The same may be said of clothing, 
housing, and other goods and services. If we consider automobile own¬ 
ership to be a symbol of a high standard of living in American cities, 
we must remember that in other countries it may not be considered as 
such. If the number of guns owned per family were to be used as a 
measure, the residents of New York City would not compare favorably 
with the people of the Southern highlands. In other words, in compar¬ 
ing goods and services consumed, as a means of getting a picture of 
varying standards of living, it must be remembered that standards of 
living are relative to the customs, traditions, and wants of the region. 

On the other hand, the relative nature of standards of living must not 
lead us to conclude that diflFerences are entirely the result of differences 
in taste. It may be true that automobiles and radios are not so impor¬ 
tant to the Chinese or Balkan peasant family as to the American family; 
but that results partly from the Chinese or Balkan family’s unfamiliar¬ 
ity with the satisfactions which come from such goods, and partly from 
their being unable to own these goods. As standards of living rise, per¬ 
haps such goods will become a more and more important part of wants 
throughout the world. 


Exercises and Activities 

I Dictionary of Economic Terms 

comfort standard of living 

health and decency subsistence 

poverty wealth 

II Questions and Problems 

1) ‘‘What is necessity to one family is luxury to another.” (a) Explain 
this statement and give examples, (b) Why are “necessity” and 
“luxury” relative terms? 

2) Copy the following table and fill in the blank columns: 

Standard How adequate is the income of the family to provide 

Necessities? Security? Regular luxuries & savings? 

Poverty 
Subsistence 
Health and Decency 
Comfort 
Wealth 
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3) Some believe that sharp diflFerences in standards of living are bad for 
the community. Some think such differences necessary, and even of 
value to the community. What is your opinion? State your reasons. 

4) Select any movie you have seen recently. Which standards of living 
were shown? Prove your answer. Did the film indicate what jobs 
the characters held, and what incomes they received? If so, did these 
facts seem to correspond with the standards of living that were pic¬ 
tured? 

5) Select a family from a movie, book, or play, to illustrate each of the 
standard-of-living groups described in Lesson 7. Justify your choices. 

6) “The higher the standards of living in a country, the more eflScient 
its economic system.” Do you agree? Explain. 

Ill TfflNGS To Do 

1) Begin to keep a scrapbook of material describing or explaining dif¬ 
ferent standards of living. Newspaper and magazine items and clip¬ 
pings are a rich source of information. Quotations from literature and 
history books are another source. 

2) Make a display of advertisements which show, by price and type of 
goods advertised, that there are wide contrasts in standards of living. 

3) Read (a) American Economic Life and the Meatis of Its Improve¬ 
ment, a college textl/ook by Tugwell, Munro, Thomas, and Stryker 
(Harcourt, Brace, 1930), “Rural Poverty,” pp. 67-95; “Urban Pov¬ 
erty,” pp. 96-123; “Comfort,” pp. 124-153; “Riches,” pp. 164-166. 

(b) Mexico: A Study of Ttvo Americas, by Stuart Chase and Marian 
Tyler (Macmillan). Many travel books, or books in geography, an¬ 
thropology, or history give contrasts between new and old standards. 

(c) Middletown by R, S. and H. M. Lynd (Harcourt, Brace). This 
is a famous study of a typical city in the United States during the 
1920’s. It contains original and interesting statistical studies based on 
the use of the questionnaire and interview. 


LESSON 



WHY STANDARDS OF LIVING 
DIFFER 


Family Income and Spending 

The greater the number of dollars in the family income, the higher 
its standard of living can be. Money income is the factor, more than 
any other, which explains why standards of living differ from family to 
family. 

Family income may come from one person or may be the combined 
contributions of several family members. It may consist of wages, tips, 
unemployment-insurance payments, pensions, receipts from insurance 
policies, relief payments, charitable contributions, or gifts. The income 
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may be the profits of a business in which a family member has a share. 
It may be rent from property, royalties from writings or inventions, or 
interest on money loaned. Occasionally the money income may be sup¬ 
plemented by goods and services received instead of money. This is 
called income4n-kind. The grocery clerk who is given unsold bread at 
the end of the day, the apartment-house superintendent who occupies 
his apartment rent free, and the farmer or suburbanite who grows his 
own vegetables, are receiving income-in-kind. Income-in-kind is a very 
important part of the income of farm families. 

Goods and services which a family may use without any expense or 
production effort are called free income. Most often these are available 
at community expense; and, although they require expenditure to 
maintain, all members of the community are entitled to use them re¬ 
gardless of the amount paid as taxes. Such goods and services are pro¬ 
vided by free public education, museums, libraries, beaches, parks, and 
playgrounds. In rural districts there are game, fish, lakes, skiing slopes, 
and so forth. The more free income is available and the more it is used 
by the family, the higher the standard of living can be. 

Money income does not, however, provide a standard of living until 
it is spent on consumers’ goods. The miser who hoards and counts his 
income but never spends it may get enjoyment from his peculiar be¬ 
havior, but he has a low standard of living. The spendthrift, on the 
other hand, may someday pay the penalty for his waste, but meanwhile 
he enjoys a higher standard of living than other people with the same 
income. The businessman who invests his profits to enlarge his business 
may gain in the future, but if he currently abstains from spending on 
consumers’ goods, his family’s standard of living is kept down. There¬ 
fore, standards of living differ from family to family, not only because 
of differences in money income, but also because of different attitudes 
and habits toward spending and saving. 

The Cost of Living 

Every housewife knows that spending a lot does not always mean 
buying a lot. When prices are high, less can be bought with the income 
than when prices are low. The quantity of goods and services that a 
money income can buy is called the real income. Mrs. John Doe carries 
her money income in her purse when she goes shopping; she brings 
home the real income in her shopping bag or cart. It is the real income 
which affects her family’s standard of living most directly. 

The money which must be paid for the goods and services that are 
included in the standard of living is called the cost of living. Cost of 
living is measured by an index number of prices of consumers’ goods 
and services. (See page 46.) 
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Both money income and cost of living are constantly subject to 
change. The effect of such change on standards of living will depend 
on the amount and direction of change. The little sketch entitled “The 
Income Cost Meter” shows that cost of living pulls standard of living in 
one direction, while money income pulls it in the opposite direction. A 
higher cost of living pulls the standard of living down; rising money 
income pulls it in the direction of improvement. When both cost of liv- 


THE INCOME COST METER 



Rising income pulls living standards up; rising cost of living pulls standards 

down. 

ing and money income are rising, whether standard of living will rise or 
fall depends upon which pull is stronger. 

The standards of living of all families are not equally affected by 
changes in the cost of living. In the first place, different types of income 
change at different rates. For example, civil-service workers have found 
that increases in their salaries lag behind rises in the cost of living. 
Farmers, on the other hand, have found that during periods of rising 
prices their incomes have forged ahead. In the second place, not all 
families react in the same way to rising costs of living. One family may 
find it easy to do without something that another family regards as es¬ 
sential. In the third place, a rise in cost of living does not mean that all 
goods and services rise equally. A large increase in milk prices means 
more to the family with young children than to the family consisting 
entirely of adults. In the fourth place, changes in the prices of goods 
have less effect on families receiving a large proportion of income-in- 
kind than on families which have to pay money for all the things they 
need. The family with a garden plot is less affected than the city family 
by an increase in the cost of fresh vegetables. Finally, the effect of ris¬ 
ing or falling costs of living depends upon the size of the money income. 
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Where money income is very high, the only efiFect of rising costs may be 
to reduce savings. Where money income is very low, rising costs may 
reduce the buying of necessities. 

Size, Composition, and Health of the Family 

The standard of living a family can attain with a given money income 
at existing prices depends partly upon the number in the family, its 
composition as to ages and sex, and the state of health of its members. 



Chart by GRAPHICS INSTITUTE, N. Y. 


The number of cents in a dollar is always 100. However, we often speak of 
the dollar as being worth fewer than 100 cents. The higher prices go, the 
lower the purchasing power of each dollar. 

A family of ten requires more spending on food, clothing, rooms, and 
other things than does a family of three. On the other hand, a large 
family of adults has more income-earners and a larger family income. 
Large families with many young children tend to have lower standards 
of living than smaller families or large families made up mainly of 
adults. 

Whether it is more expensive to support daughters or sons is a ques¬ 
tion parents will find it hard to agree upon. Much depends upon the 
ages of the children and upon the “social circle” in which the family 
moves. Daughters are as likely to be income-earners and contributors to 
family income as sons, but wages for women still tend in many in¬ 
stances to be lower than those for men. The expenditure required for 
clothing, entertainment, and education varies greatly, depending upon 
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the attitudes and associations of the family as well as upon the ages of 
the children. 

The health status of the family is often a decisive factor. Illness of 
the chief breadwinner may shrink the family income. One invalid, re¬ 
quiring medical attention, may deprive the other members of the family 
of much-needed goods and services. 



Knott in The Dallas Morning News 


Why was this cartoon entitled "The Invisible Guest”? 

Social Statls and In'Come Management 

The social standards or requirements to which a family tries to con¬ 
form may be referred to as its social status. Every community has its 
conventions or social requirements. Failure to conform to enough of 
these may mark a person as “not belonging.” For most people the abil¬ 
ity to live as part of the social group and to gain the esteem of others is 
necessary and provides a feeling of satisfaction. 

Families buy and pay for this sense of belonging or social status. The 
dress with the “new look” is bought even though the closet may bulge 
with other dresses. The new model car is bought not just because it 
runs more efficiently; parked at the door it brings social prestige. The 
family must do the right amount and kind of entertaining even though 
it may cause considerable strain on the family income. Spending to im¬ 
press others is called conspicuous consumption by Thorstein Veblen in 
his book The Theory of the Leisure Class. 

The more skillfully and intelligently the family income is spent, the 
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higher the standard of living that a given income yields. In most fam¬ 
ilies the housewife, buying the food and clothing at least for herself and 
the young children, is the chief manager of income spending. A glance 
through any current woman’s magazine will reveal budget menus, shop¬ 
ping hints, patterns, recipes, articles on how to renovate clothing and 
furnishings, and other matters pertaining to the rather difficult task she 
has to perform. The good manager is an income stretcher; the careless 
manager is an income waster. 

General Factors Affecting Standards of Living 

The factors determining a family’s standard of living are subject to 
family control to a limited extent. The higher the family’s income, the 
more opportunity the family has to make choices, such as how much to 
spend and how much to save. It can decide what types of goods it will 
buy. It can strive to increase income by changing the job or improving 
the skill of its members. It can decide whether to increase income by 
sending children to work, or to increase expense by sending them to 
college. More or less use can be made of the free income available. It 
can use or not use the wide variety of means available to the careful 
household manager. 

In many respects, however, the factors affecting the family’s standard 
of living are beyond its individual control. It cannot by itself influence 
changes in the cost of living. Bad business conditions resulting in wage 
shrinkage or unemployment may be the result of changes in foreign 
trade, of government tax policy, of business decisions, or of any num¬ 
ber of other possible causes outside the control of the individual fam¬ 
ily. A drought in the corn belt, a killing frost in the fruit regions, a war 
in a country supplying raw materials or buying the products of our fac¬ 
tories, may influence the family income or the amounts of goods avail¬ 
able for purchase. The next lesson discusses some of the general factors 
affecting standards of living. 


Exercises and Activities 

I Dictionary of Economic Terms 

conspicuous consumption income-in-kind 

cost of living real income 

free income social status 

II Questions and Problems 

1) List the major factors influencing a family’s standard of living and 
explain each in a sentence. 
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2) '‘Standards of living vary directly with income and inversely with 
cost of living.” (a) Explain the above statement, (b) Using the term 
“inversely,” state the relationship between cost of living and real 
income. Explain. 

3) (a'> Explain and give an example of conspicuous consumption, (b) 
Under what circumstances does conspicuous consumption tend to 
lower or to raise standards of living? 

4) Is it fortunate or unfortunate for the community as a whole that 
social status plays such an important part in shaping our spending? 
Explain your opinion. 

5) Clip an advertisement that, in your opinion, appeals to human de¬ 
sires to “consume conspicuously” or that suggests imitation of 
wealthier persons. Explain. 

6) A great deal of controversy has raged over the desirability of a “wel¬ 
fare state,” in which the government would pro\'ide more and more 
free income for its citizens, (a) Explain why more free income 
w^ould be part of a “welfare state.” (b) List arguments for and 
against the government’s providing more and more free income. 

7) Explain the possible effect of each of the following upon standards 
of living: (a) All merchants in the community agree to lower prices 
by 10^. (b) The government limits usages but does not control 
prices, (c) A free university is opened, (d) Anti-discrimination laws 
are passed by the st;.te. (e) There is a long cold winter, (f) Courses 
in home economics are required for all girls, (g) A coal strike makes 
300,000 miners idle for one month. 

8) Explain the meaning of the cartoon on page 60. 

Ill TraxGs To Do 

1) Study the following table. 

Purchasing VALUiC of the Consumer’s Dollar, 1929-1947* 


(1935-39 = 100) 


Year 

Cents 

Year 

Cents 

Year 

Cents 

Year 

Cents 

Year 

Cents 

1929 

84.2 

1933 

112.9 

1937 

96.6 

1941 

94.8 

1945 

78.7 

1930 

87.1 

1934 

106.6 

1938 

99.2 

1942 

85.7 

1946 

73.7 

1931 

96.9 

1935 

103.0 

1939 

100.5 

1943 

81.0 

1947 

65.2 

1932 

108.5 

1936 

100.8 

1940 

99.7 

1944 

80.0 

1948 

61.4t 


* Source: Bureau of Labor Statistics t 1948 for 6rst 9 months only 


(a) Prepare an analysis of these figures, showing the effect of these 
changes on standards of living, (b) Draw a graph based on the table 
above. 

2) Draw an original cartoon explaining the effects on standards of living 
of one of the following: (a) conspicuous consumption, (b) size of 
family, (c) business conditions, (d) low standards in other parts of 
the country. 



NATIONAL PRODUCT AND 
NATIONAL INCOME 


LESSON 
Production and Consumption 

You will see a good picture of the wide variety of goods contributing 
to American standards of living if you thumb through the fascinating 
pages of the catalogs of our giant mail-order companies. If it were pos¬ 
sible to compile such a volume showing the name and description of 
every commodity and service produced in this country and the number 
of each made or performed during the year, we would have a listing or 
inventory of the nation s entire production. The greater this total of 
goods and services produced, the higher it is possible for standards of 
living to be. In the final analysis, there can be no consumption without 
production. 

Four general factors determine, over the long run, the production of 
a nation and its standards of living. These are (1) the natural resources, 
(2) the population, (3) the technology, and (4) the economic system. 

Where natural resources, or gifts of nature, are rich, it is easier to 
produce many and varied goods and to provide the means for high 
standards of living. The United States has many acres of fertile land. 
Its growing seasons are long enough, its climate varied enough, to per¬ 
mit the growing of a wide variety of crops providing food and raw ma¬ 
terials. Mineral raw materials and fuels are present in great quantity— 
coal, oil, copper, lead, zinc, and others. There are still many acres of 
forest and woodland. Although we do face the challenges of mountain, 
desert, and swamp, nature has been generous, by and large, in bestow¬ 
ing her gifts on our land. Some other countries are not equally fortu¬ 
nate; frozen waste makes up the bulk of Canada and Siberia; North 
Africa and Australia are mainly desert; much of Brazil is impenetrable 
jungle; Germany for the most part suffers from poor soils; Italy, Greece, 
and Japan must cope with rugged hills and mountains. 

A second factor of importance in judging a nation s ability to produce 
goods and to provide high standards of living is its human resources, or 
the quantity and quality of its population. Large population means a 
large labor supply. How great a contribution this labor supply can 
make to production depends not only on the number of people but also 
upon their skill and training. No doubt the American educational sys¬ 
tem deserves part of the credit for the high level of American produc¬ 
tion. On the other hand, a large population means a large consuming 
public—more people to share in the output. 

A third factor is the nation's technology. Technology is the applica- 
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tion of scientific knowledge to industry. The United States owes its 
high standards of living partly to the highly developed use of factories 
and machines. 

The final and the most complex of all the factors affecting the ability 
of a nation to produce goods and provide high standards of living is the 
economic system in use. Capitalism, socialism, fascism, and communism 
are varied ways of organizing the resources, the technology, and the 
labor supply for purposes of production, and of providing for the con¬ 
sumption of the goods produced. 

National Product and National Income 

A description of total national production, in the form of a complete 
list of all goods and services produced in our country, would be im¬ 
practical to prepare, and confusing and inconvenient to use. It would 
be impossible to summarize such unlike items as washing machines, 
quarts of milk, haircuts, bushels of wheat, books, and so forth. It is pos¬ 
sible, however, to get a better pricture of the total production by adding 
up so many dollars’ worth of each commodity in order to get a dollar 
total. The total dollar value of all the goods and ser\’ices produced dur¬ 
ing the year by all the producers in the nation is called the gross na¬ 
tional product. 

Every person who coi.tributes to the production of the goods and 
services which make up the gross national product receives some sort of 
payment. Workers receive wages or salaries, businessmen receive prof¬ 
its, investors and owners of capital receive dividends or interest, and 
landlords receive rent. These payments are in the form of money, which 
is simply a right to buy the goods and services making up the national 
product. If we add up all the money incomes received in the nation by 
all these income-receivers, the total may be called the national income, 
or to be more specific, the money national income. The amount of 
money received will not be exactly equal to the value of the gross na¬ 
tional product, because some of the national production must go into 
the repair and maintenance of the machines and equipment used to 
produce the goods. The national income received gives an indication of 
the production of goods and services even though it may not represent 
accurately the exact value of the goods produced. The larger the na¬ 
tional product, the larger the national income, for more production 
means that more is paid out as wages, salaries, profits, rents, and other 
payments to those who assist in the production process. An increase in 
national income therefore is likely to reflect an increase in the amount 
of goods and services produced. And the higher the national income, 
the greater the possibility of high standards of living. 

This exact relationship will exist, however, only when the prices of 
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the goods produced do not change. In 1920 and in 1930 the dollar total 
of national income was approximately the same, 69 billion dollars. At 
first glance this would make it seem that the national production of 
goods and services was the same in both years. However, in 1920, 
prices were higher than in 1930. Every dollar of 1930 national income 

TOTAL AND PER CAPITA NATIONAL INCOME, 1850-1947 


ftilliens of Dolton 



1850 1860 1870 1880 1890 1900 1910 1920 1930 1940 1950 


The solid line graph shows money national income; the dotted line graph 
shows what money national income would have been if prices were always 
the same as they were in 1940. Why is the dotted line a better index of im¬ 
provement in standards of living? The bar chart shows how much each in¬ 
dividual in the population could have received if national income (at 1940 
prices) were equally divided. (Data from Twentieth Century Fund) 

was worth more in goods than a dollar of 1920 national income. There¬ 
fore 69 billion dollars’ worth of goods and services in 1930 meant more 
goods and services than 69 billion dollars’ worth in 1920. The actual 
amount of goods and ser\ ices that could be bought with a given num¬ 
ber of dollars, that is, the real national income, was considerably greater 
in 1930 than in 1920. 

The real national income is therefore a better index of changes in the 
amount of goods produced and consumed than the money national in¬ 
come. To get an index of real national income, we must make adjust¬ 
ments in the dollar totals of the money national income in order to com- 
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pensate for price changes. This is done in much the same way as we 
make index numbers (see Lesson 6). We take any year as a base and 
change all amounts in other years to what they would be if prices were 
the same as in the base year. We may then set forth the national income 
for each year in “constant dollars.” In the graph of national income 
on page 65, the dotted line is the index of real national income and 
is based on constant “1940 dollars.” This means that the totals of the 
money national income shown by the solid line were adjusted to show 
what the\' would have been if prices had always been the same as in 
1940. 

Study of the real national income on the graph (the dotted line) 
shows that the general trend in this country has been upward. In the 
upper left hand corner of the graph is a small bar chart showing the 
per-capita, or per-person, real income. This has been computed by di¬ 
viding the real national income by the population. It shows that the 
increase in production has been large enough to provide more real in¬ 
come per person, even though the population or the number of persons 
sharing the real income has gone up. Tliis too is a measure of the prog¬ 
ress of American living standards. 

Composition of National Product 

The level of living standards in the nation can be high for any length 
of time only if production of goods and services is high. Whether 
standards of living will actually be high depends also upon the kinds 
of goods produced, that is, upon the composition of the national 
product. 

The first consideration of importance is the proportion of consumers 
goods and capital goods produced. Food, passenger automobiles, and 
clothing are examples of consumers' goods, which are goods meant to 
be finally used up as part of the individual's standard of living. Steam 
shovels, printing presses, tractors, and factory buildings are examples 
of capital goods, or producers" goods, which are goods used only in pro¬ 
ducing other goods or services. The standards of living of consumers 
depend immediately upon the amount of consumers' goods in the na¬ 
tional product. Over a period of time, increasing the proportion of pro¬ 
ducers' goods will increase the means of producing goods for consumers 
and will help keep the plants, farms, and mines in repair. But in the 
immediate present a large production of capital goods and a small pro¬ 
duction of consumers' goods means that standards of living cannot be 
high even if total production is great. Nations which are in the process 
of building up their machines and factories, or nations which are in the 
process of restoring them after the destruction wrought by war, have 
to curtail the production of consumers' goods. Consequently, they have 
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lower standards of living than would be possible if with the same total 
production they produced more consumers’ goods. 

A second reason why high national production does not necessarily 
result in high standards of living is the fact that much of a nation s pro¬ 
duction may be devoted to military goods and weapons rather than 
civilian supplies and services. The war years in this country saw many 
shortages at a time when national production was at the highest point 

COMPOSITION OF NATIONAL PRODUCTION 


(PERCENTAGE OF TOTAL EXPENDITURES) 



This 100%-bar chart shows the proportions each year, but they are propor¬ 
tions of different totals. A larger proportion of consumers’ goods was pro¬ 
duced in 1932 than in 1944. However, more consumers’ goods were available 
in 1944 because total production was several times greater. (See graph, p. 

65.) (Data from U.S. Dept, of Commerce) 

in our history. In Hitler s Germany the slogan was “guns instead of but¬ 
ter,” and the government boasted of its schemes for depriving consum¬ 
ers in order to build military might. A nation at war or in fear of war 
must pay for its security partly by standards of living which are lower 
than they would be if the same effort were devoted entirely to civilian 
production. 

A third factor which may affect standards of living by its effect on 
the composition of goods available is foreign trade. When we export 
cotton, steel, typewriters, electrical equipment, and other goods which 
we have in surplus, we get the income with which to buy the things we 
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cannot so easily produce in sufficient quantity, such as hemp, rubber, 
bananas, tin. Foreign tiade results in an exchange of part of our na¬ 
tional product for the national product of other countries. 

Finally, the welfare of consumers depends upon the kinds of goods 
produced. Too much wheat, too little steel—too many automobiles, too 
few houses—such failure to adjust production to the needs and wants 
of consumers results in shortages or surpluses and may bring losses to 
businessmen and keep standards of living dowm. For the maximum wel¬ 
fare of consumers, the right kinds and quantities of consumers* goods 
must be produced. 

Distribution of National Income 

It is possible, even with a large national produetion and income, for 
some people to receive large shares and for others to receive small 
shares. The number of families with high standards of living and the 
number of families with lower standards of living depend upon the 
way in which the money national income is distributed or shared. 

The steelworker who contributes to the making of steel receives a 
money wage which he can exchange for food, clothing, and the other 
goods and services which make up his standard of living. The payment 
of money incomes, as wages, profits, interest, rents, and so forth, is the 
means by which the real national income or product is shared. It deter¬ 
mines how many will be well-off and how many will live poorly; it de¬ 
termines who will have a high standard and who will have a low stand¬ 
ard. The amount of national production and the composition of national 
production are important factors in determining how high the average 
consumption can be, but to the individual family its share of the money 
national income and the prices it has to pay are the factors of primary 
and immediate concern. 


Exercises and Activities 

I Dictionary of Economic Terms 

consumers’ goods producers’ or capital goods 

gross national product real national income 

national income technology 

II Questions and Problems 

1) What are the factors that make the gross national product of a na¬ 
tion high? Explain each briefly and give an example applying to the 
^Jnited States. 

2) Explain why real national income is more significant than money na¬ 
tional income in determining standards of living. 
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3) (a) What is the immediate eflFect, on standards of living, of a very 
large increase in the proportion of capital goods being produced? 
(b) Of a decrease in the amount of consumers’ goods being pro¬ 
duced? (c) What may be the effect, in future years, of an increase 
in capital goods production? Explain. 

4) Explain the possible effects, on standards of living, of each of the 
following: (a) a long period of peace with threats of war absent; 
(b) a long period of drought ruining many crops; (c) a doubling 
of both exports and imports; (d) an increase in taxes to pay for dams 
and other projects to conserve and develop resources; (e) the scrap¬ 
ping of millions of dollars’ worth of plants because new inventions 
made them obsolete. 

5) Indicate what factors may explain the low standards of living of one 
of the following countries: (a) China, (b) India, (c) Mexico, (d) 
U.S.S.R., (e) Spain, (f) Italy. 

6) Consult the graph of national income on page 65. (a) Find a pe¬ 
riod during which real national income changed faster than money 
national income. Consult the chart of prices on page 367 and explain 
this change, (b) Find a period during which the opposite was true 
and explain this too. 

7) What is meant by the following title on a graph: “National Income 
in Constant Dollars—1926 equals 100”? 

8) Consult the graph (on page 67) showing the composition of na¬ 
tional production, (a) Which of the following statements are shown 
to be true by this graph? (For which statements are data lacking?) 

(1) The proportion of military goods produced was high in 1944. 

(2) The proportion of consumers’ goods produced was low in 1944. 

(3) Prices were tending to rise in 1944. (4) Price controls were in 
effect in 1944. 

(b) If we assume all four statements to be correct, what, if any, is 
the connection among them? 

Ill Things To Do 

1) Look up the index numbers of industrial production for the same 
years as are shown on the graph of national income on page 65. 
(Use the World Almanac or Information Please Almanac). To what 
extent does the graph of industrial production change in the same 
way as the graph of national income? 

2) Read (a) Americas Primer, by Morris L. Ernst (Putnam), a simple 
treatment of the nature of national income, (b) Income and Eco¬ 
nomic Progress (Public Affairs Pamphlet No. 1, Revised, 1943), 
gives a summary of a four-volume study by the Brookings Institu¬ 
tion. (c) Chapters 2 and 3 of Introduction to Economic Science, by 
George Soule (Viking, 1949), explain in an interesting way the 
meaning and historical development of national income, (d) U. S. A.: 
Measure of a Nation by Carskadon and Modley (Twentieth Century 
Fund, 1949), especially Chapters 1, 2, 3, 14, and 21. 



LESSON 


INCOME AND EXPENDITURE 


Budgetixg and Spending 

John Break-e\’en, wage earner for his family of three, earned $2069 
during 1944. Personal income taxes amounting to $119 were deducted 
in advance, so that $1950 remained to pay the family^s expenses. Here 
is what his budget showed: 


NET INCOME (FEDERAL TAX DEDUCTED) $1950 

Expenses 

Food^ $ / 33 

This included meals at home, restaurant meals, and re¬ 
freshments for guests and parties. 

Housing: 499 

The chief item was rent for apartment. Heat, light, re¬ 
frigeration expenses were included. Cleaning, supplies, 
and other expenses of household operation were $87. 

Maintenance and replacement of household furnishings 
cost $53. 

Clothing and Personal Care: 293 

Clothing was $250. Cleaning, pressing, beauty parlor 
and barber visits, cosmetics and similar items were $43. 

Other Items: 425 

Transportation cost $108; medical and dental care in¬ 
cluding drugs and supplies $105. Rpcreation, movies, 
toys, trips, vacations cost $90. Reading matter took $19 
and formal education and school supplies $10. Gifts 
and contributions outside the family, including church 
donations, were $73. Miscellaneous small items totaled 
$ 20 . 

Total Expenses $1950 


In this budget there was not enough income to put anything aside 
for savings; there was just enough to avoid borrowing or dipping into 
previous savings. It is doubtful whether any insurance policy could be 
paid for out of the $20 labeled “miscellaneous.” Unless the terms of 
Mr. Break-even s employment included a policy paid for by the firm, 
no real, substantial provision could be made for family security. 

This is not a make-believe wage earner and the expense budget is 
not an imaginary one. The budget is that of the city family of two or 
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more members, which was just able to break even according to a gov¬ 
ernmental study in 1944/ 

Obviously the family income would not have been spent in exactly 
the same proportions if the income had been larger or smaller. The two 
graphs facing each other on pages 72-73 show in two diflFerent ways 
how expenditures for different purposes varied with income groups of 
different levels among city families in 1944. The bottom of each graph 
shows the income levels into which the families were grouped, as well 
as the average income earned by each group of families. Thus the low¬ 
est group included families with income less than $500 and their aver¬ 
age income was $313; the highest group had incomes over $5000 and an 
average income of $7595. 

The graph at the left shows what happened to expenditures in dol¬ 
lars as income rose. A glance from left to right within each classification 
of expense—food, housing, etc.—reveals that higher income meant 
more dollars spent for each item. Families with less than the ‘‘break¬ 
even income” of $1950 spent more than their incomes. They had def¬ 
icits, or the opposite of savings. To support their extra purchases, they 
had to draw on any pre\’ious savings they may have had, receive assist¬ 
ance from public or private charities, borrow, or permit bills to go un¬ 
paid. In 1944 approximately 20 percent of city families had less than 
break-even incomes. Families above the break-even level had savings 
growing in amount as income rose. 

The graph at the right compares the percentage of income, rather 
than the total number of dollars, spent for various purposes. As income 
increases, the percentage spent for food and for housing decreases. It 
is characteristic of expenditures for necessities that as income increases, 
the percentage of income spent declines. The percentage spent for 
clothing remains at about the same level, varying within the narrow 
limits of about 10 to 15 percent. Expenditure for other items in this war 
year, when luxury goods were scarce, failed to reveal the usual tend¬ 
ency to rise, but it will be observed that if net savings are included with 
other items, there is a steady rise in the percent of income devoted to it, 
from the lowest income group to the highest. 

The first generalizations from family budgets were made a century 
ago by a German statistician, Ernst Engel. We still refer to them as 
Enters Laws, which may be stated, as based on up-to-date figures, as 
follows: 

As family income increases, 

the percent spent for food decreases; 

^ “Expenditures and Savings of City Families in 1944,” Monthly Labor Review, 
U.S. Department of Labor, January, 1946. 
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the percent spent for housing decreases; 
the percent spent for clothing remains about the same; 
the percent spent for luxury items increases; 
the percent saved increases. 

In briefer form they may be stated thus: 

As family income increases, 

the percent spent for necessities decreases, and 
the percent spent for luxuries or saved increases. 


There is a correlation between these percents and standards of living. 
One economist has gone so far as to say, “Whenever the expenditures 

DOLLAR EXPENDITURES BY FAMILIES OF 2 OR MORE, 



$313 $776 $1243 $1779 $1950 $2259 $2757 $3480 $4408 $7595 AVERAGE INCOME 


Under 500- 1000- 1500- 
500 1000 1500 2000 


2000- 2500- 3000- 4000- 
2500 3000 4000 5000 


INCOME GROUP 


The more dollars received, the more are spent in each division of the family 
budget. Rising income means disappearing deficits and increasing savings. 
(Data from U.S. Dept, of Labor) 


for food exceed 50 percent of the total income, this may be taken as an 
almost certain index of poverty.”* Among farm families who produce 
food for home use, the percent of cash income spent for food may be 
somewhat smaller, within any given income group, than in city families. 

2 Paul Nystrom, Economics of Comumption, Ronald Press, 1929, p. 282. 
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Housing is the second most important item in the family budget. In 
large cities particularly, the cost of housing tends to be high and the 
difference in the cost of housing is the chief explanation of the differ¬ 
ence in cost of living from city to city. In middle income groups in 
large cities, the percent spent for housing will be in the neighborhood 
of 25 percent of income. Clothing expenditure seems to take from 10 to 
15 percent of income and rarely reaches as high as 20 percent. The 
total of expenditures for food, housing, and clothing is from 70 to 80 
percent of the total income in middle-income families. 

The chart on page 74 summarizes an attempt by the National In¬ 
dustrial Conference Board to compare budgets of families in different 

PERCENTAGE EXPENDITURES BY FAMILIES OF TWO OR MORE 


ALL CITIES-1944 




AVERAGE INCOME $313 $776 $1243 $1779 $1950 $2259 $2757 $3480 $4408 $7595 


INCOME GROUP 


Under 500^ 1000- 1500- 
500 1000 1500 2000 


2000- 2500- 3000- 4000- 5000 & 
2500 3000 4000 5000 Qy/t 


The more dollars received, the smaller the percentage of the income spent 
for food and housing, and the larger the percentage used for savings and 

“other items." 


countries. The high status of American standards may be gauged from 
the relatively low percent spent on food and the high percent spent on 
“other” items. Only Australia shows a lower percent spent for food, and 
this figure is probably partly due to the higher proportion of farm fam¬ 
ilies in Australia. The prevalence of subsistence farming in Egypt may 
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explain the fact that the percent spent for food in such a poor country 
is lower than that for the United Kingdom. 

PERCENTAGE DISTRIBUTION OF EXPENDITURES OF 
WAGE EARNERS FAMILIES IN VARIOUS COUNTRIES 


United States 
United Kingdom 
France 
Germany 
Denmark 
Australia 
Egypt 
China 

Larger percentages spent for food reflect lower standards of living. Note 
the contrast between the United States (top bar) and China (bottom bar). 
(Adapted from graph in Domestic Commerce, July 10, 1935; estimates of 
National Industrial Conference Board.) 

The Pressure of Needs 

The Break-even budget showed that 80 percent of the income was 
spent for food, housing, and clothing, and 20 percent for other items. 
There were no savings and no provision for family security. For the 
family of three, only S35 was spent for doctors' and dentists’ bills and 
medical drugs and supplies; serious or prolonged illness would play 
havoc with such a budget. Ninety dollars a year were spent on vaca¬ 
tions, excursions, movies, and other recreations; a movie for the family 
every two weeks would take half that sum. Nineteen dollars for reading 
would provide little besides a daily newspaper. Can we consider such 
purchases as luxuries? Yes, in that they are not absolutely necessary to 
life; no, if we consider life as including more than just existence. 

The graph which follows uses in a diflEerent way the facts which have 
been previously presented for city families in 1^4. Here the percent¬ 
ages are cumulative. Line 1 shows the percentage spent for food only; 
line 2 shows the percentage spent for food plus housing; line 3 shows 
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the percentage spent for the three necessities, food, plus housing, plus 
clothing; line 4 shows total expenditures. The highest income group, 
with an average of $7595, spent less than half its income on necessities 
(line 3) and about 20 percent on other items; over one-third of its in¬ 
come was left as savings. At the other extreme, the income group with 
an average income of only $776 had barely enough to pay for its food 
and housing and had to go into debt or spend previous savings to get 

PERCENT OF INCOME SPENT AND SAVED BY CITY FAMILIES -1944 
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The percentage spent for food ranged from over 50% in lov/-income families 
to under 20% in high-income families. In the lowest-income family, income 
was sufficient to pay only for food and housing. Savings did not appear 
until incomes reached about $2,000. In the highest income group savings 
were about 4 of income. (Data from U.S. Dept, of Labor) 

clothing and other items; more than half its income was spent on food. 
In tlie lower income groups the pressure of necessities upon income is 
constant and great. 

The Significance of Budget Studies 

The facts presented cast light on standards of living, in terms of the 
goods consumed. They also suggest points to be considered in apprais¬ 
ing and formulating economic policies. There is suggested, first of all, 
the notion that raising the standards of living of the lowest income 
groups may serve to increase the general productivity of the nation. If 
the pressure of basic needs in the low income levels is so great that little 
or nothing is left to maintain health, provide training and education. 
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and supply sufficient recreation, then production skills cannot be main¬ 
tained and improved. As a result, the number of skilled, happy, and 
highly productiv e workers is kept down. 

Secondly, we must recognize that as long as low incomes and poverty 
standards of living exist, community assistance, public or private, must 
be provided. Many such measures are provided in the form of relief 
payments, old-age and widows’ pensions, unemployment-insurance pay¬ 
ments, medical and dental clinics, and j)rivate charitable contributions. 
Free education, parks, playgrounds, concerts, libraries, and summer 
camps, supported largely by the taxes or voluntary contributions of 
those with higher incomes, have reduced the cash expenditures neces¬ 
sary for poor families to maintain themselves at a level permitting 
them to improve their earning opportunities. 

A third lesson from budget studies is of special consequence in fram¬ 
ing our tax laws. (See Lesson 78.) A sales tax on necessities bears 
most heavily on low income groups because they spend a larger pro¬ 
portion of their income for such goods. An income tax, on the other 
hand, bears more heavily on the high income groups. But it is easier 
for them to pay the taxes, since a larger percentage of their budget 
goes for luxuries and savings. 

Fourth, an understanding of family expenditure patterns is of some 
service in predicting the effect of increases in family income upon busi¬ 
ness sales. If national income and family incomes increase, it may be 
anticipated that total expenditures for goods and services will increase. 
The percentages spent for food, clothing, housing, and other items will 
be different from what they were previously. The percentages devoted 
to recreation, books, radios, television, vacations, education, and similar 
items will tend to rise; industries producing goods and serv ices for such 
uses can expect to gain most from raised family incomes and to be the 
first to feel the effects of a decline. 

Finally, these facts fix attention on the importance, particularly in the 
lower income groups, of spending wisely in order to get full value. 
Where income is small and barely provides necessities, the dangers of 
waste are apparent. The pressure of needs upon income in the lower 
income groups explains the emphasis which has been placed upon 
consumer education among these families, and upon legislation to pro¬ 
tect and assist them in better buying. 


Exercises and Summaries 
I Dictionary of Economic Terms 
budget deficit 


Engel’s Laws 
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II Questions and Problems 

1) Copy the table below and fill in the words “Increases” or “Decreases” 
or “Remains About the Same.” 


The Percent Spent For 


As Family Income 

Food 

Housing 

Clothing 

Food, Housing, 
and Clothing 

Other 

Items 

Savings 

Rises 







Falks 







2) In the graphs shown in this lesson, the lowest income groups spent 
more than total family income. How was this possible? 

3) “The curse of the poor is their poverty.” Explain this statement, 
showing its relationship to EngeFs Laws. 

4) Budget studies show that the percentage spent for food in rural 
areas and in agricultural countries is somewhat smaller than in cities. 
What may help to explain this? 

5) Some studies of expenditure for clothing indicate that there is a rise 
in percent of income spent when the comfort level is reached, fol¬ 
lowed by a decline when the wealth standard is reached. How may 
social status and conspicuous consumption help to explain this? 

6) For which of the following statements could EngeFs Laws be used 
as an argument? Explain, (a) It is desirable to raise the wage levels 
of the lowest-paid workers, (b) E.xpansion of social services by gov¬ 
ernment is desirable, (c) Private charitable organizations serve the 
whole community when they serve the needy, (d) Taxes should be 
in accordance with ability to pay regardless of who makes use of the 
projects paid for with tax money, (e) Sales taxes, to be fair, should 
not be levied on foods, (f) Rent control is of greatest value to low- 
income families. 

Ill Things To Do 

1) Copy the headings in the budget on page 70 for the Break-even 
family and prepare a budget for your own family, or for an imaginary 
family in one of the income groups. How do the percentages spent 
for the various items compare with the average percentages for that 
income level as shown in the graphs on pages 73 and 75? 

2) On page 74 there is a graph which shows the percentage spent for 
various items in different countries. Explain to the class how this may 
be used as a measure to compare standards of living in different 
countries. 

3) Read and report on Social Work and the Jotieses^ Public Affairs 
Pamphlet No. 97 (1944), which describes the problems of low- 
income families from the viewpoint of the social worker. 
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4) Read and report on How We Spend Our Money (Public Affairs Pam¬ 
phlet No. 18, Revised, 1941). Although the data are prewar, the 
detailed analysis of family budgets is still valid. 

5) Read and report on Chapters 5 to 13 in U. S. A.; Measure of a Na¬ 
tion by Carskadon and Modley (Twentieth Century Fund, 1949). 


-V THE AMERICAN STANDARD 

LESSON 1 1 OF LIVING 

The Cost of an Adequate Standard of Living 

The first step in attempting to form a picture of standards of living 
in the country as a whole is to define the various standards of living, 
as was done in Lesson 7. The second step is to measure the amount of 
income needed at each level. The third step is to count the number of 
families having the income needed for each standard. 

To determine the cost of an adequate standard of living for a city 
family of four, the Bureau of Labor Statistics of the U.S. Department of 
Labor drew up an objective list of “necessary minimum” goods and 
services and then computed the cost of this budget in thirty-four large 
cities in 1946 and 1947. The budget was for a family occupying an 
apartment and consisting of father, mother, a boy aged thirteen, and a 
girl aged eight. The oflicial description of this budget said 

When it is said that the budget is intended to cover the necessary min¬ 
imum, "necessary” is to be given the common interpretation as including 
what will cover the conventional and social as well as the biological needs. 
It represents what men commonly expect to enjoy, feel that they have lost 
status and are experiencing privation if they cannot enjoy, and what they in¬ 
sist upon having. This is not a "subsistence” budget, nor is it a "luxury” 
budget; it is an attempt to describe and measure a modest but adequate 
standard of living.^ 

The dollar cost of this "adequate” budget in June, 1947, ranged from 
$3,458 in Washington, D.C., to $3,004 in New Orleans, Louisiana. Bir¬ 
mingham, Alabama, and Richmond, Virginia, occupied the middle posi¬ 
tions in the list, with costs of $3,251 and $3,223, respectively. These 
costs represent averages. Some families could purchase the budget level 
for something less than average; others would have to spend something 
more. To deal in round numbers and to take the city in which the cost 
was lowest, we may use $3000 as the approximate minimum cost of 


^ “Workers’ Budgets in the U.S., 1946 and 1947,” U.S. Department of Labor, 
Bureau of Labor Statistics Bulletin No. 927, pp. 3-7. 
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this “modest but adequate” budget in American cities in 1947. Let us 
now see what proportion of American families had this income in 1947. 

The Distribution of Family Incomes 

The chart below shows the way in which the national income was 
distributed, or shared, among families of two or more members in 1947.^ 

DIVIStON OF TOTAL 1947 INCOME 
AMONG FAMILIES by income level 


THIS RECEIVED THIS 

PERCENT WITH THE PERCENT OF 

OF FAMILIES INCOME LEVEL SHOWN TOTAL INCOME 



The bar at the left shows that 49% of families received $3,000 or over and 
51% received under $3,000. The right bar shows the part of the total na¬ 
tional income received by each group; the bottom 51% of families received 
only 22% of total income. (Data from Federal Reserve Bulletin, June, 1948) 

The bar at the left shows the percent of the families receiving each 
income indicated in the middle section. For example, twenty-one per¬ 
cent of all families received $5000 or more, and thirteen percent under 
$1000. The bar at the right shows what percent of the total national 


2 1948 Survey of Consumer Finances, Part II, Board of Governors of tlie Federal 
Reserve System; Table 6, p. 7. There are many individuals not pooling income in 
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income was received by each group of families. Thus, the 21 percent 
earning $5000 or more received 50 percent, or half, of the national in¬ 
come; the other half of the income was divided among the 79 percent 
of the families earning less than $5000 a year. This illustrates the un¬ 
equal distribution of the national income. 

It will be noted that 51 percent of all families earned less than $3000. 
Howe\ er, several factors tend to lower this figure of substandard fam¬ 
ilies. First, we must make allowance for the fact that the incomes in the 
chart are for families of two or more, whereas the budget study is for 
a family of four. For a family of four the cost was estimated to be 
about one-half more than for a family of two. Second, as we have seen, 
income-in-kind is an important addition to cash income on the farm. 
Third, costs tend to be lower in places which are smaller than the 
thirty-four cities whose prices formed the basis for the estimate of 
budget cost. It would probably be a conservatix e estimate to state that 
approximately 25 percent, or about one-fourth, of all families were un¬ 
able to buy the "currently adequate standard*’ of living with their own 
current incomes. In 1946, the Bureau of Labor Statistics estimated that 
"surveys of actual family incomes and expenditures indicate that more 
than three-fourths of city families are able to maintain the standards of 
living described.”^ This ties up pretty^ well with the statement in the 
previous lesson that 20 p( rcent of city families in 1944 did not achieve 
the income suflBcient to break even. 

The year for which the data have been gix en, 1947, was one of high 
production, and national income was considerably more than in any 
previous year. The most comprehensive study of income distribution 
ever undertaken was made by the National Resources Committee for 
the year from July I, 1935, to June 30, 1936, which was a comparatively 
bad year for business/ 


a family group and their income^J are not included in the chart. Such individual 
consumers tend to have lower a\ erage incomes than families of s(‘\(‘ral members. 
Therefore, if the incomes of all “spending units” were gi\ en, tiie percent of lower 
incomes would be greater. The figures for all spending units in 1947, for purpose 
of comparison with those in the chart, were as follows: (Table 1, p. 3.) 

Incomes over $5000—14% of all spending units 
$4999 to 4000—10% “ “ 

3999 to 3000—17% “ “ 

2999 to 2000—23% “ “ 

1999 to 1000—22% “ “ 

3 The Gift of Freedom, U.S. Department of Labor, Bureau of Labor Statistics 
January 1949, p. 35. 

* Consumer Incomes in the United States, National Resources Committee, Wash¬ 
ington, 1938; Table 5, p. 22. The figures are for nonrelief families only. It was 
estimated that 1.5 percent of the total number of families were receiving relief. 
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In that year, only 3.2 percent of families had incomes over $5000, com¬ 
pared to the 21 percent for 1947. On the other hand, 35.3 percent had 
less than $1000, compared to 13 percent for 1947; and 40.4 percent had 
incomes between $1000 and $2000, compared to 18 percent in 1947. A 
change in the total of national income tends to produce a definite 
change in the distribution. Experience has shown that when national 
production has increased, the percentage of families receiving lower 
money incomes has decreased. 

The progress made since depression years may be noted by compar¬ 
ing 1947 with 1935-36. In 1935-36 the ‘‘necessary minimum” was only 
$1800 because of the lower cost of living. But about one-sixth of all 
families were on relief. Over two-thirds of the nonrelief families earned 
less than $1800. This group corresponded to the 20-25 percent who 
lived below the $3000 standard in 1947. When President Roosevelt 
said, in 1937, “I see one-third of a nation ill-housed, ill-clad, ill-nour¬ 
ished,” he spoke rather conservatively of the standards that then pre¬ 
vailed. 

Comparing Standards of Living Among Different Groups 

The chart which follows shows the distribution of income among 
families grouped according to occupation. Over 30 percent of farm 

INCOME DISTRIBUTION IN 1947 BY OCCUPATIONAL GROUP 


MANAGERIAL SKIUED aERICAl 

INCOME LEVEL pro- and seif and semi. and sales farm 

FESSIONAL EMRLOYEO SKIUED PERSONNEL UNSKIUED OPERATORS 



P«rc«nl of FamiliM 

(a) Liu then Vi of 1% 


Each of the six bar charts shows the percentages of families receiving the 
stated income levels in one occupational group. Professional families and 
families of business managers and business owners ranked high, and un¬ 
skilled workers and farmers low. (Data from Federal Reserve Board) 

operators had less than $1000 in cash income, and about 60 percent of 
them earned less than $2000 in cash. The incomes of unskilled workers 
also were low, with almost 20 percent receiving less than $1000, and 
more than 50 percent receiving less than $20(X). Professional workers 

















Les. 11 ] The American Standard of Living 83 

had the best incomes, with 40 percent receiving $5000 and over, and 
large percentages in the $3000-$5000 brackets. 

Incomes varied from place to place in response to varied economic 
conditions. For the country as a whole, per-capita income (per person, 
and not per family) averaged $1323. Lowest per-capita incomes were 
in the southern states. The larger the population of the city, the greater 
the proportion of higher incomes. New York, California, and Illinois, 
states with varied industries and large cities, ranked high in per-capita 
income. Per-capita income by states is shown in the map opposite. 

An important factor in comparing occupational and regional incomes 
is that some families, farmers particularly, receive a considerable 
amount of income-in-kind. The charts which have been presented 
therefore tend to underestimate these family incomes. The extent to 
which this is true may be gauged from the following facts pertaining to 
farm income in 1941:'^ 


a 

b 

c 

d 

e 

Average 

Food 

Housing 

Money Value of 

Percent of 

Money 

Not 

Not 

Total Income 

Income-in-kind 

Income 

Purchased 

Purchased 

(a+b+c) 

h) 

$ 403 

$159 

$132 

$ 694 

\ d / 
41.9 

833 

177 

188 

1198 

30.5 

1591 

189 

224 

2004 

20.6 


However, even when we take account of the fact that the cash income 
of the farmer giv es an incomplete picture of his total income, there is 
still no doubt that there are more farm families in the lower income 
groups than in the high ones. 

Comparing Standards of Living Among Different Nations 

Although the United States does have many families on the poverty 
and subsistence lev els, particularly when depression strikes the nation, 
it has reason to congratulate itself on having very high standards com¬ 
pared with those of other countries. Colin Clark, an economist, compared 
standards of living in 1940 and came to the conclusion that one-tenth of 
the people of the world liv^ed in countries of relative abundance, six- 
tenths lived in countries of extreme poverty, and three-tenths were in 
between.*’ The United States was at the top of the fortunate tenth. 

One measure of relative standards is the real income of the people. 
A study made by this same author, on the basis of real per-capita in- 

® How Families Use Their Incomes, U.S. Department of Agriculture, Miscellane¬ 
ous Publication No. 653, Table 5, p. 54. 

® Colin Clark, The Economics of 1960, The Macmillan Company, 1942. 
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come for the relatively prosperous period from 1925 to 1929 and for the 
relatively depressed period from 1935 to 1938, showed that for the first 
period the United States led the list, with New Zealand, Canada and the 
United Kingdom following immediately after. For the second period 
the United States was slightly behind New Zealand and the United 
Kingdom. In both periods Germany, Italy, Japan, the USSR, and China 
ranked \'ery low. 

tNDEX OF PER CAPITA REAL INCOME " 


United States 
New Zealand 
Canada 

United Kingdom 
Australia 

Argentina & Uruguay 
Sweden 
Germany 
Italy 
Japan 
USSR 
China 

0 100 200 300 400 500 600 700 800 

The black bar shows per-capita real income tor a relatively prosperous pe¬ 
riod in the United States; the lighter bar for a period that was somewhat 
depressed. In both periods the United States ranked high in this index of 
living standards. (Data from Clark, The Economics of 1960) 

By comparing the ownership or consumption of goods of a luxury 
nature, an indirect measure of comparative standards of living is ob¬ 
tained. It is assumed that the more there is consumed or owned of a 
particular luxury good, the higher is the general consumption and the 
higher is the standard of living. It must be remembered, however, that 
sometimes a particularly high consumption of a commodity is more an 
index of tastes and local customs than it is of standards of living. The 
chart at the top of page 85 shows that the United States, with 6 percent 
of the world population in 1949, owned much larger percentages of the 
world’s radios, telephones, and automobiles. Whether such mechanical 
goods are used as an index, or sugar consumption, or the amount 
of mail sent, the United States ranks at the top or near the top. 
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u s ANo WORLD POPULATION and CONVENIENCES 



PERCENT OWNED 

OUTSIDE OF U.S A. 
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The high standard of living in the United States is shown by the proportion 
of luxury items owned. Six percent of the world’s population, living in the 
United States in 1949, owned 44% of the world’s radios, 72% of the auto¬ 
mobiles, and 58% of the telephones. 

Another method frequently used to compare standards of living is 
to compare the number of hours of work it takes, at wages and prices 
existing in different countries, to buy a given quantity of goods. The 
chart below shows this for a half-dozen countries for the years just 
prior to the war. 


PAID HOURS OF WORK NEEDED TO BUY 



Chart by GRAPHICS INSTITUTE, N. Y. 


It took about 13i hours of work, in the United States before the war, to buy 
the goods pictured. It took almost three times as much labor in Britain, and 
about six times as much in the lowest country shown. 

The war widened the gap between American standards of living and 
those of other countries. Billions in money and goods poured from this 
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country to aid other nations to recuperate after the war, partly because 
we have come to recognize that just as urban and rural standards of 
living depend upon each other, standards of living all over the world 
have a degree of interdependence. We have seen that there is room 
for improvement in our standards of living, and that standards are 
destroyed by depression and the reduction of national income. To an 
extent, at least, the maintenance of our higher levels of living and their 
further improvement depend upon the eradication of the low standards 
which prevail in most of the rest of the world. 


Exercises and Activities 
I Dictionary of Economic Terms 

adequate budget distribution of income 

II Questions and Problems 

1) Explain how the ‘‘adequate budget” discussed in this lesson was ar¬ 
rived at. 

2) Would President Roosevelt’s statement that about “one third of a 
nation” was “ill-nourished, ill-housed, and ill-clothed” be correct for 
the year 1947? Give evidence for your answer. 

3) Foreign critics of the United States in 1946 and 1947 were issuing 
propaganda broadcasts stating that workers in the United States 
were generally living in misery. Which facts could you present to 
prove the untruth of this statement? 

4) Explain what may be reasons for each of the following: (a) There 
are more high-income families in large cities than in smaller places, 
(b) There is a difference in average income between farm operators 
and businessmen, (c) The Pacific States have a higher per-capita 
income than the Southern States, (d) Income is not equally distrib¬ 
uted among the nation’s families, (e) It took a larger income to buy 
a health and decency standard in 1947 than in 1935. 

IK TfflNGS To Do 

1) Read (a) The Gift of Freedom, a pamphlet prepared by the Bureau 
of Labor Statistics, United States Department of Labor. A docu¬ 
mented account of levels of wages, living standards, and consump¬ 
tion in the United States. It is available at low cost from the Superin¬ 
tendent of Documents, Government Printing Office, Washington, 
D.C. (b) The South*s Place in the Nation (Public Affairs Pamphlet 
No. 6, Revised, 1938). A prewar analysis of the social and economic 
problems of the South, (c) Our Material Progress, one of the pam¬ 
phlets in the You and Industry series published by the National As¬ 
sociation of Manufacturers. It stresses the superiority of American 
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standards of living over those in foreign countries, (d) The Road 
to Survival by William Vogt (Sloane). This book contains some up- 
to-date comparisons of standards of hving. (e) U. S. A.: Measure of 
a Nation, Chapter 4. Simple treatment and excellent graphics. 

2) Consult your library for data to bring the tables and charts on income 
distribution up to date. Write to the Board of Governors of the Fed¬ 
eral Reserve System for the most recent report on income distribu¬ 
tion. Report on the changes that have taken place since 1947. 


LESSON 



HOUSING AND STANDARDS 
OF LIVING 


The Importance of Housing 

Probably more than any other item in the budget, a family's house or 
apartment reflects its standard of living. The visitor to this country will 
find it hard to form an idea of the typical diet of a particular American 
family; he may do better in judging the clothing budget; but the kinds 
of dwellings he sees will do most to create definite impressions. The 
fashionable apartment houses and suburban dwellings of well-to-do 
city dwellers contrast sharply with the crowded, run-down tenements 
of the slum section; the shack of the sharecropper (see p. 412) stands 
in similar contrast to the neatly painted farmhouse of the well-to-do 
farmer. 

Housing, second only to food as an item of expense in most budgets, 
accounts for approximately 25 percent of all expenditures of medium- 
income families. Most families are tenants, and the cash outlay for rent 
is a fixed one which must be met at the beginning of each rental period. 
Clothing and luxury expenditures may be postponed, but rent must be 
paid continuously. For the homeowner, whose housing costs consist of 
taxes, interest, and repair and maintenance, it is an important form of 
savings as well. 

Poor housing is a reflection of low standards of living; on the other 
hand, a low rate of building construction is one cause of low incomes. 
Nearly two million workers, including some of the most highly skilled, 
depend directly upon construction activity for their incomes. Other 
millions depend upon building activity indirectly, for they furnish lum¬ 
ber, steel, glass, paint and other building materials, as well as plumb¬ 
ing, heating, electrical supplies and ranges, refrigerators, and furnish¬ 
ings. Study of the graph on page 88 reveals that 1925 and 1941, both 
years of relatively high production and national income, were years in 
which many new residential units were built: in 1933, the year of the 
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most depressed economic activity and low national income, new resi¬ 
dential construction almost disappeared. 

In a previous lesson it was explained that freedom of choice for con¬ 
sumers was one of our basic institutions. In buying housing, however, 
some consumers, although they may have the necessary money, do not 
have full freedom of choice; the problem is complicated by the exist- 


NEW URBAN DWELLING UNITS BUILT IN U.S. 


1910 

1918 

1925 

1933 

1941 

1945 

1948 


930,000 NEW UNITS 


510,000 NEW UNITS 

180,000 NEW UNITS 

100,0001 

720,000 NEW UNITS 

220,000 NEW UNITS 

900,000 NEW UNITS 

EACH COMPLETE HOUSE EQUALS 100,000 NEW UNITS 

Chart by GRAPHICS INSTITUTE, N. Y. 


100,000 NEW UNITS 


The peak of building was reached during the boom of the 1920’s. The small 
amount of building in the 1930’s was both a symptom and a cause of the 
depression. Building activity was curtailed also during the war years. (Data 
from National Industrial Conference Board) 


ence of religious or racial discrimination. Buyers of land or houses are 
sometimes asked to sign a restrictive covenant, by which is meant a 
clause agreeing not to resell the property to members of specified races 
or religions. The barred groups are therefore limited in their choice of 
dwelling places and are sometimes forced to live in the older sections 
of the city, not infrequently a slum or near-slum area. A Supreme Court 
decision in 1948, which held that such restrictive covenants could not 
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be enforced in the federal courts, may lead to the gradual disappear¬ 
ance of this practice. 

Housing Conditions 

A house is a durable good; it wears out gradually, or depreciates, but 
is almost never completely used up, unless, at great expense, it is 
wrecked. Even if it is abandoned and closed down, tax expense, at 
least, continues. Thus houses continue to be used even though they are 
old, lacking in up-to-date architectural design, and needing modern 
conveniences. In April, 1940, as shown by the table which follows, the 
average age of city dwelling units was about 25 years; farm dwellings 
were somewhat older; and dwellings in rural nonfarm areas were some¬ 
what newer. 


Age of American Homes—April 1, 1940^ 


Age in Years 

T'rhan 

Rural yonfarm 

Farm 

Over 50 years 

1*2 percent 

12 percent 

17 percent 

40 to 50 “ 

11 


8 

10 

30 to 40 “ 

18 

<( 

14 “ 

18 

"^O to 30 “ 

19 

<< 

16 “ 

19 

10 to -^O “ 

29 


24 “ 

18 “ 

0 to 10 “ 

11 

« 

26 

18 


The chart on the next page shows the percent of homes lacking par¬ 
ticular con\’eniences in 1945. 

About three-fifths of city homes lacked central heating; almost one- 
fifth did not have private baths; about half of our farms were without 
electric light and many did not yet have water piped into the home. Al¬ 
though war shortages hindered them, some impro\ements were in¬ 
stalled between 1945 and 1947. In 1948 almost a million new urban 
dwelling units were constructed. An effect of increased income, as we 
have seen, is to spend more on housing, to increase the pressure to 
move to a better neighborhood, to reduce crowding, and to acquire 
new conv eniences. Despite these advances, however, dwellings and im- 
provements have not been added rapidly enough to meet the demand. 
A survey by the Census Bureau in 1948 reported that of the 42 million 
dwellings in the country, one-third were substandard and three million 
families were living doubled-up because of the housing shortage. 

Problems of the Building Industry 

Housing construction lags behind manufacturing industry in the 
mass-production techniques that have made American industry famous. 

' Department of Commerce as reported in Information Please Almanac 1949, 
p. 316. “Rural nonfarm'* includes \ illages and towns with less than 2500 popula¬ 
tion. 
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Mass production means the production of standardized, machine-made 
products in large quantity, which makes possible a reduction in the 
average cost per item. Home building is still largely done by assem¬ 
bling many parts, in some cases as many as thirty thousand for one 
house, and by using hand tools. Prefabrication of homes in large parts, 
which would require relatively simple assembly on the site, is still an 



The chart reveals that in 1945 many city homes were lacking in some essen¬ 
tial conveniences. The lower section shows that farm homes were particularly 
lacking in modern conveniences. The disappearance of war-caused shortages 
made possible some improvements. 


infant industry. Costs of home building have not been aflFected by the 
downward pressure of mass production to the same degree as have 
other durable products such as automobiles. 

The construction business is not so readily organized for production 
on a large-scale basis as is the automobile industry. The contracting 
business consists mainly of small firms; in 1938 more than four-fifths of 
all construction firms employed fewer than ten employees, and only one 
percent employed one hundred or more. Contractors often parcel out 
the work among many subcontractors; some are in the business on a 
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part-time basis; materials and supplies are bought from hundreds of 
small supply houses. Such business organization is hardly likely to en¬ 
courage large scale, mass-production methods. 

Another obstacle to mass production is the resistance of consumers 
accustomed to individuality. It remains to be seen whether American 
ingenuity will be fully equal to the task of producing homes with artis¬ 
tic variety on a mass-production basis. 

Costs of land, materials, and labor tend to be high. Particularly in 
large cities is the high cost of land a deterring factor in putting up low- 
cost dwellings. Small contractors must compete for supplies and mate¬ 
rials against builders of commercial buildings, bridges, roads, and pub¬ 
lic projects. Buying is in small lots and prices are high to buyers. It 
is claimed that both manufacturers of building supplies and the build¬ 
ing-trades unions have worked to keep costs at artificially high levels. 
It is charged that manufacturers have agreed among themselves to fix 
prices at levels which will produce high profits and prevent the busi¬ 
ness from losing through competition. Trade unions have been blamed 
for refusal to install any appliances or materials not produced by union 
labor, for organizing to keep hourly rates at very high levels, and for 
refusing to use labor-saving devices. To this the unions respond by 
pointing out the extremely seasonal nature of most building and there¬ 
fore the need for high wages while there is work; also that the building 
trades include highly skilled workers, who should be well paid. Labor 
cost, they argue, makes up only about 25 percent of the final cost of the 
average home; a one-fifth reduction in wages would reduce the cost of 
a $5000 home by only $250. Suppliers of materials explain that mate¬ 
rials make up only 40 percent of final cost, and point out that on a $5000 
house a one-fifth reduction in price of materials would save only S400 
in cost. 

Building is regulated by building codes. These are laws of state and 
local governments established for the protection of the public against 
the dangers of fire, building collapse, and unhealthful conditions. They 
specify the kinds of materials that may or may not be used in structures 
of varying size and purpose, and establish engineering standards as to 
electrical, plumbing, and heating systems. Building codes vary greatly 
from community to community. This variety in itself makes mass pro¬ 
duction of building supplies less possible. Many laws are out of date in 
that they do not permit new materials, do not provide for easy use of 
prefabricated parts, but make for continued use of traditional, often 
high-cost and scarce materials. 

The construction of new housing is complicated by the problem of 
how best to locate new housing close to the centers of trade and busi¬ 
ness or within easy reach of them. This frequently involves the building 
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of new means of transportation, water and sewerage systems, schools, 
and other facilities which require long-range planning. 

The cost of housing is further increased by the numerous legal re¬ 
quirements, which make it advisable to employ the services of brokers, 
lawyers, and title insurance companies. 

Public Housing 

In recent years, the government has acted to ease the housing prob¬ 
lem by building housing units out of public funds. During the depres¬ 
sion years of the thirties, there was much unemployment, and incomes 
and standards of living were low. All industry was marking time, and 
the industries serving construction, such as steel, cement, and lumber, 
were working at the lowest levels of all. In undertaking the building 
and operating of housing projects the aim of the government w^as three¬ 
fold; (1) to stimulate the industries serving the building industry so 
that these in turn would stimulate others; (2) to provide employment 
and increase consumer incomes; and (3) to improxe living standards 
and start the job of eradicating slum areas. 

Housing paid for out of public funds, and constructed and managed 
by a government agency (federal, state, or local), is what is meant by 
public housing. In 1937 a long-range federal program was launched 
with the creation of the United States Housing Authority (USHA). An 
authority is an agency of the government organized by legislation to 
carry on a business undertaking of the government. The USHA has 
financed building operations by local or state governments. A city 
wishing to construct low -cost public housing could borrow from the 
USHA for a term up to 60 years, at a low rate of interest, usually about 
3 percent. One condition of each loan was that for each new unit built, 
a slum dwelling had to be destroyed or repaired. In addition to loans, 
the USHA could grant sums of money, or subsidies, to bring mainte¬ 
nance costs down and make it possible for rent to be lower than cost. 
The Federal Housing Administration has also encouraged the building 
of new homes, as well as the improvement of old ones. It guarantees 
loans made by banks for the construction or repair of housing. 

During the war, except for the erection of a considerable number of 
emergency quarters to house war workers, new building was sus¬ 
pended. Rent controls were instituted early in the war to prevent the 
housing shortage from causing rents to zoom upwards; these controls 
persisted longer than any other type of price control. 

The war s end brought a clamor for the government to do something 
about the housing shortage. Many advocated a large program of public 
housing; others opposed it with vigor, expressing the fear that the in¬ 
creased entry of government into building might be a blow to our tra- 
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ditional system of private enterprise. They argued that private builders 
could do the job and, in fact, were doing it. They stated that the func¬ 
tion of the government was to remove the restrictions placed by indus¬ 
try and labor upon lowered costs and to provide liberal credit terms to 
encourage private building. They argued that public housing would 
create a government demand for materials with which private operators 
could not compete, and which therefore would curtail the amount of 
private building. 

Those who favored public housing argued that only the government 
could provide sufficient capital to operate on the scale necessary for 
economy. They were of the opinion that private building, extensive as 
it was, served mainly the middle and upper income groups, and that 
government subsidy was necessary to provide desirable housing for 
poorer families. Otherwise, they claimed, the lower income groups 
could never afford to buy or rent new, up-to-date housing and would 
merely occupy the vacated premises of the more fortunate who could 
afford the new. They answered the charges that the cost would be great 
and taxes would rise, by pointing out that the projects were in many 
cases practically self-supporting, and that any increased tax cost would 
be balanced by savings in fire, police, and health costs of the commu¬ 
nities where slums were replaced by new housing. 

In 1949 and in 1950, the federal government passed new laws to ex¬ 
pand federal loans for private and public housing construction. These 
laws stand as our most current effort to attack the problem of low 
standards of living by an organized drive under government leader¬ 
ship. There has been much controxersy, howex er, as to the adequacy 
of these measures as devices to eradicate slums and to improve the 
level of housing. 


Exercises and Activities 
I Dictionary of Economic Terms 

authority mass production 

building codes public housing 

restrictive covenant 


II Questions and Problems 

1) Define or identify each of the following, showing its relation to the 
problem of housing: (a) prefabrication, (b) urban dw'elling unit, 
(c) mass production, (d) FHA, (e) USHA, (f) housing authority. 

2) Explain why the improvement of housing standards involves (a) 
economic problems and (b) social problems. 
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3) ‘‘Low incomes and bad business conditions mean poor housing/’ 
“Poor housing means low incomes and bad business conditions.” Ex¬ 
plain how both statements can be true. 

4) (a) How does the fact that a home is a durable commodity compli¬ 
cate the problem of providing good, modern housing for all? (b) 
What factors help to explain the failure of the home-construction 
industry to use mass-production methods? 

5) List and explain at least three explanations for high costs in home 
construction. 

6) List and explain briefly three methods by which federal, state, and 
local governments have tried to meet the problem of housing. 

7) In parallel columns list the arguments for and against more public 
housing. 

Ill Things To Do 

1) Have a debate or forum discussion in class. The following topics are 
suggested: (a) Should the government provide housing at below'- 
cost rentals to the poor? (b) Should public housing include housing 
for middle-income families? (c) Should rent control be made a per¬ 
manent feature of our economic system? (d) How' can w’e best elimi¬ 
nate city slums? (e) How' can we prevent discriminatory practices 
in housing? 

2) Make a report on h(>using conditions and housing projects in your 
community. 

3) Write a report on public housing projects in European countries. 

4) Bring the charts on pages 88 and 90 up to date. Consult the library 
for data. 

5) Interview your local real-estate broker. Report to the class w^hat he 
thinks about (a) public housing or (b) rent control. 

6) Read and report on the following: Housing for Tomorrow (Public 
AflFairs Pamphlet No. 96, 1945), which deals with the economic and 
social aspects of housing; Homes to Live In (Public Affairs Pamphlet 
No. 66, 1942), which suggests home improvement measures; 
U. S. A.: Measure of a Nation, Chapter 15, “TowiU’d Finer Cities.” 

7) Report to the class on the housing acts of recent years. 
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LES SO X 

The Origin of the Consumer Problem 

Our great-great-great grandparents did not face the problems that 
we face today as consumers. In the early nineteenth century each com¬ 
munity was largely self-sufficient. Living quarters, food, clothing, fur¬ 
niture, and many other things were, for the most part, homemade, and 
within each family a variety of skills were to be found. People were ac¬ 
customed to growing crops, preserving foods, raising and slaughtering 
animals, tanning leather, spinning and weaving cotton and wool, cook¬ 
ing and baking, building houses and barns, making furniture, and fit¬ 
ting and repairing plumbing. Because of these experiences they were 
bound to know a great deal more than we do about materials and about 
the structure and durability of goods. 

With the shifting of production from the home to the factory, the skill 
of the individual as a consumer declined. Each decade brought new 
goods and ser\'ices into the lives of the people, but the people knew 
less and less about these goods and services. Few of us today can make 
a pocketbook, build a bookcase, sew a dress, or pickle meats. We know 
little about cloth, leather, tools and machines, and building materials. 

This loss of kno\N'ledge about goods is unfortunate because we use so 
many more things than our forefathers did, and we buy practically ev¬ 
erything ready-made. The less we know about goods, the more we have 
to rely upon the honesty and integrity of producers and distributors. 

The producers and the sellers, however, have their own problems. 
They are now part of a \ ast system of production and sale of goods, in 
which profit depends mainly upon a large volume of business. The busi¬ 
nessman can no longer wait for customers to come to him; he must get 
the customers’ orders before a competitor does. Skill in selling is as im¬ 
portant as skill in production. 

Advertisements in newspapers and magazines, displays in store win¬ 
dows, and door-to-door canvassing are the chief types of appeal to con¬ 
sumers' pocketbooks. Styles are changed frequently in clothing, auto¬ 
mobiles, radios, and many other things, in order to persuade people to 
discard goods that would otherwise be useful for much longer periods 
of time. The economical housewife and her husband are torn between 
the desire to make things last as long as possible and the desire to be 
up-to-date and to keep up with the Joneses. 
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One would imagine that, with businessmen fighting for the consum¬ 
er s favor, tlie consumer would always get top-quality goods at rock- 
bottom prices. Mass production and intensive competition have, over 
the past few generations, brought us a vast quantity and variety of 
goods and services at low cost. Yet there is reason to believe that part 
of the benefit of mass production and distribution has been lost through 
the confusion into which the consumer has been thrown by modern 
methods of bining and selling. 

Buying Goods by Specification 

When the United States Army buys overcoats, it proceeds in a scien¬ 
tific way. First, the qualities needed in an Army overcoat—principally, 
warmth and durability—are analyzed by the Army. Tests are made by 
the Army, or by the National Bureau of Standards in the Department 
of Commerce, of diflFerent kinds of cloth, buttons, thread, linings, pock¬ 
ets, sleeves, and collars. As a result of this analysis and testing, the 
Army draws up exact specifications for the coat, that is, a detailed de¬ 
scription of style, materials, dimensions, and methods of production. 

The Army then invites coat manufacturers throughout the country to 
submit bids for the sale of a certain number of overcoats made accord¬ 
ing to the specifications. The bid tells the price at which the manufac¬ 
turer is willing to sell the overcoats to the government. On the desig¬ 
nated day th? bids are opened and examined. The contract is awarded 
to the lowest bidder. The contract provides, of course, that the manu¬ 
facturer, in order to get his money, must deliver to the Army coats made 
exactly according to the specifications. 

Because go\’ernment agencies and large business firms can secure ex¬ 
pert advice, they know just what they want and do not have to rely 
upon information from friends, advertisements, or salesmen. Instead of 
asking questions of the seller, they tell the seller what they expect, and 
they have some knowledge as to how much the article ought to cost. 
Since they are buying on a large scale, they have a good chance of get¬ 
ting the lowest possible prices from the sellers. 

Buying Goods by Brand Names 

The average consumer cannot buy goods in this scientific manner, 
because he makes his purchases in small quantities. Except for farm 
families, today’s consumers live in smaller apartments and houses than 
formerly, and have no room to store foods and materials for future use. 
The improvement of communication and transportation makes frequent 
shopping easy, so that there is no need for buying large amounts at a 
time. This change in buying habits has increased the convenience of 
our way of living, but it has created some problems for us as consumers. 
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We have become accustomed to buying many goods in packages—cans, 
jars, bottles, and boxes. Each package has a brand name, which iden¬ 
tifies the product as having been made by a certain manufacturer. The 
brand name is registered, in the same way that an invention is pat¬ 
ented, so that no other firm may use it. Partly because of advertising, 
people get into the habit of asking for particular brands. Their feeling 
that certain brands are dependable makes it unnecessary for them to 
examine goods thoroughly before buying them. Instead of asking store¬ 
keepers for any cereal, coflFee, or milk of magnesia, they select these 
articles by brand name alone. The brand name has come to stand for 
the product itself. 

Even in the case of goods which we do not buy from day to day— 
automobiles, radios, furniture, linens—consumers are inclined to choose 
products mainly through brand names and because of the exterior ap¬ 
pearance of the article. We read advertisements, listen to radio com¬ 
mercials, consult our friends, and as a result of the repetition of certain 
brand names, we begin to feel that these brands are superior. Once the 
loyalty to a brand has been established, it takes pressure to switch us 
to another. 

Variety and Confusion 

As a result of the competition among sellers, the consumer is con¬ 
fronted with a large variety of brands. In 1938, for example, an inves¬ 
tigation' in Milwaukee showed that throughout the city there could be 
found 


31 brands of canned milk 

14*2 “ “ coffee 

95 “ “ tomato juice 

177 “ “ butter 

109 “ “ peanut butter 

^35 “ “ cigars 

188 “ “ safety razors 

134 “ “ washing machines 


The consumer s confusion is increased by the large \’ariety in sizes of 
containers. Businessmen have experimented with many sizes and shapes 
of containers so that their packages will have the greatest amount of 
sales appeal. In 1941, investigation showed that 258 different can sizes 
were being stocked on grocers’ shelves throughout tlie country. A con¬ 
spicuous example was found in the cans used for tomato juice, which 
could be bought in at least 17 different sizes. 


^ ‘‘Problems of the Consumer,"’ Hearings of the Temporary Natiotuil Economic 
Committee, Part 8. 
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Such variety would seem to be a consumer’s paradise. But this is not 
necessarily so, for the consumer has to make a choice. 

Since today’s consumer is unaccustomed to handling raw materials or 
to making things, he finds it hard to judge the quality of materials or 
workmanship. He is so impressed by the streamlined body, the plastic 
dashboard with chromium gadgets, and the bright upholstery of an 
automobile, that he hardly remembers that he is buying a motor and 
four wheels. When he buys a radio he may be told more about its 
beauty as furniture than about its operating efficiency. The same per¬ 
fume which, in a plain bottle, sells for 25 or 50 cents, may, in a fancy 
bottle, be sold for much more. 

Results of a Study of Canned Fruits and Vegetables, June 1941* 



Size 


Grade in 

Retail 

Commodity 

of Can 

Brand 

Laboratory Test 

Pri(e 

apricots 


1 

B 

.19 



o 

B 

.38 



1 

A 

.19 

FROT COCKTAIL 

mi 


Off-grade 

.^9 



3 

Off-grade 

.*25 



4 

A 

.35 



1 

A 

.25 

ASPARAGUS 

#2 

4 

C 

.37 



5 

A 

.45 



6 

C 

.39 

CREAMED CORN 

#2 

1 

A 





B 

.15 



4 

C 

.12 



T 

A 

.18 


* Journal of Home Eronomic/t, October,^ 1941. The grades used in the test \^ere government grade.s, “A” 
represents highest quality, then “B,” “C,” and “Off-grade.” 


If the consumer tries to be scientific, he usually becomes baffled. The 
more friends he asks, the greater the differences of opinion he will get 
as to the best buy. From advertisements he gets mainly slogans, artistic 
designs, testimonials of famous people, and so-called “secret” formulas 
—they do not contain enough definite information to help him get the 
most value for his money. If he asks the salesman in a store, he may not 
learn what he needs to know; after all, a salesman is not employed 
mainly to be a consumer’s guide. 

For the small items we buy frequently—groceries, cosmetics, etc.— 
the trial-and-error method can be used with little damage. We try dif- 
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ferent brands until we find the one we like best or the best one we can 
afford. But when buying semidurable and durable goods—clothing, fur¬ 
niture, automobiles—the trial-and-error method becomes impractical. 
We must rely on information learned from friends, salesmen, and ad¬ 
vertisements. To a large extent we buy according to price. We pay as 
much as we can aflFord, and assume that the higher the price, the better 
the article is. 

Yet frequent tests have shown that such an assumption is not always 
valid. In many cases, brands selling at about the same price diflEer 
widely in quality, whereas brands selling at higher prices are some¬ 
times little, if any, better than lower-priced competitors. Sometimes the 
difference between a higher-priced and a lower-priced brand is a factor 
like appearance, packaging, or an unimportant ingredient, so that there 
is no real diflFerence in usefulness to the consumer. 

The results of a laboratory test of price and quality are shown in the 
table opposite. Note that some cans of lower-grade products were be¬ 
ing sold at higher prices than cans of higher-grade products. 

The Controversy over Advertising 

Because our buying of goods and services is influenced so much by 
ad\'ertising, there has been much argument as to the value of advertis¬ 
ing to the community. Some people argue that advertising is a social 
waste and adds to the cost of goods. They say that if advertising were 
eliminated, the saving could be p^issed on to the consumer in the form 
of lower prices. Without advertising, in their opinion, businessmen 
would compete through giving the public lower prices and higher 
quality, instead of through brand names and slogans. The health of the 
nation would also be protected against excessive use of food and drug 
preparations bought as tlie result of advertising and used without the 
advice of doctors. 

Others insist that advertising reduces, rather than increases, the cost 
of goods and services. Advertising, with its power to produce a mass 
demand for goods, is as much a part of the system of mass production 
as are machines. Proof of the price-lowering effect of advertising is sup¬ 
plied by the increased use of automobiles, radios, electrical appliances, 
and many other products during the 1920’s and 1930 s. Moreover, the 
defenders of advertising point out, advertising has created tens of thou¬ 
sands of jobs in newspapers, magazines, radio, printing, paper, and in 
many other industries, as well as in the advertising industry itself. It 
has made it possible for the American people to buy newspapers and 
magazines at low rates and to get the best of radio entertainment with¬ 
out charge. By improving buying and living habits, it has lifted the 
American standard of living. At the same time that it has sold soap and 
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beans and shampoos, it has taught people about hygiene, safety, travel, 
books, plays, and other aspects of our civilization. 

As we listen to these arguments, we realize that advertising is an im¬ 
portant influence in American life. It is more than a matter of dollars 
and cents. ^Advertisers support our newspapers, magazines, and radio 
stations. Advertising can thus be more than a device for selling goods; 
it can also be a means of molding public opinion. In recent years, po¬ 
litical organizations, trade unions, and business organizations have used 


ESTIMATED ADVERTISING VOLUME - 1948 

IHOW S4 830.000.000 AO VOLUME fOR 1948 WAS DISTRIBUTED AMONG MEDIA) 

NEWSPAPERS 


SI.749.800.000 

RADIO 

a 

eeeooo 

SS96.900.000 

DIRECT MAIL 


oooeoc 

MAGAZINES 


SS74.500.000 

ooooo< 

TRADE AND 
lUSINESS PAPERS 


oo< 

S730.t00.000 

OUTDOOR 


SI 32.100.000 

PARM PAPERS 


K 

S20.400.000 

MISCELLANEOUS 


o 

o 

o 

o 

o 

o 

e 

o 

o 

o 

1 Chort by GRAPHICS INSTITUTE. N. Y. C 

SI.014.400.000 j 


Almost five billion dollars v/ere spent for advertising in 1948. Over one-third 
of the total was spent for advertising in newspapers and almost one-sixth for 
advertising in magazines, trade papers, and farm papers. 


printed advertisements and radio broadcasts to present their ideas to 
the public. One of the problems facing American democracy is how to 
guard freedom of the press and radio against abuse by special groups. 

The Consumer: Ruler or Ruled? 

We are told that the consumer is really a voter in the market place. 
Each dollar he spends is a ballot with which he votes for one product 
as against another. The business done day by day in the stores of the 
country has the effect of an election in which consumers determine 
which businessmen shall succeed and which shall fail. 

It is easy to show that the consumer, exerts a considerable influence 
over the actions of the business world. When women decided, during 
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the 1920’s, that they wanted to wear simpler clothing, the clothing man¬ 
ufacturers had to produce shorter skirts and dresses with fewer trim¬ 
mings. In the 1930’s the attempt to sell ostrich-feather hats was a fail¬ 
ure, for American women did not like them. 

On the other hand, the consumer is constantly under pressure from 
those who want to sell him goods and services. From season to season 
he has to adapt himself to style changes in clothing, jewelry, automo¬ 
biles, and radios. 


Exercises and Activities 
I Dictionary of Economic Terms 

bid brand name specifications 

II Questions and Problems 

1) (a) Explain how the consumer has benefited from the industrial 
revolution, (b) What problems were created for the consumer by the 
industrial revolution? 

2) (a) How have shopping methods changed during the 20th century? 
(b) Show how the variety of brands and sizes has both benefited and 
hurt the consumer. 

3) Explain why you agree or disagree with the following statement (if 
possible use your own shopping experiences to illustrate your points): 
“The trial-and-error plan which your mothers and grandmothers used 
is still a reliable guide, but best of all is the brand name on any prod¬ 
uct whose manufacturer has spent large sums of money on labora¬ 
tories to produce the best article that can be manufactured in his 
line.” (From Consumer Questions Answered Here, compiled by Con¬ 
sumer Division, Crowell-Collier Publishing Company, New York.) 

4) List the arguments on both sides of each of the following questions: 
(a) Does advertising raise or lower the cost of living? (b) Does ad¬ 
vertising increase competition or monopoly? (c) Does advertising 
educate or deceive the public? 

5) The United States Supreme Court has ruled as follows: “Advertise¬ 
ments as a whole may be completely misleading, although every sen¬ 
tence separately considered is literally true. This may be because 
things are omitted which should be said, or because advertisements 
are composed or purposely printed in such a way as to mislead. . . . 
Questions of fraud may be determined in the light of the eflPect ad¬ 
vertisements would most probably produce on ordinary minds. . . . 
‘Laws are made to protect the trusting as well as the suspicious.’ ” 
Do you think the standard set up by the Supreme Court is reason¬ 
able? Defend your answer. 

6) The charge is made that advertising threatens the freedom of the 
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American press and radio, (a) Explain what is meant by this charge, 
(b) What evidence can you find for or against this charge? 

Ill Things To Do 

1) Make a list of your activities for one day, and show to what extent 
these activities have been influenced by advertising. 

2) Paste into your notebook advertisements clipped from newspapers 
and magazines, illustrating the following kinds of advertising ap¬ 
peals: (a) slogans or “glamorized terms,” (b) desire for social ap¬ 
proval, (c) fear of illness or death, (d) testimonials, (e) pseudo 
(imitation) science. 

3) Report to the class on your reading of any of the following, all of 
which describe the diflSculties of the consumer in buying wisely: 
(a) Read Your Labels (Public Affairs Pamphlet No. 51, Public Af¬ 
fairs Committee, 22 East 38th Street, New York, N.Y.); (b) Our 
Interests as Consumers, by Dorothy Jacobson (Harper); (c) Your 
Monetjs Worth, by Chase and Schlink (Macmillan); (d) One 
Hundred Million Guinea Pigs, by Kallet and Schlink (Vanguard); 
(e) How to Spend Money by Ruth Brindze (Vanguard); (f) Learn¬ 
ing to Use Advertising (Consumer Education Series No. 2, National 
Association of Secondary School Principals, Washington 6, D.C.). 


LESSON 



CONSUMER CREDIT 


The Growth of Consumer Credit 

Ever since Charles Dickens wrote David Copperfield, about a cen¬ 
tury ago, people in all parts of the world have sympathized with that 
likable character, Mr. Micawber, who had such difficulty in staying out 
of debtors’ prison. We often quote his maxim, “Annual income twenty 
pounds, annual expenditures nineteen ninety six, result happiness. An¬ 
nual income twenty pounds, annual expenditures twenty pounds ought 
and six, result misery.” 

In Mr. Micawber’s days, debt for consumer expenditures was re¬ 
garded as a confession of weakness. Debt was justifiable only when 
money was used for productive purposes, such as carrying on a busi¬ 
ness, from which the debt could be repaid. True, since the middle of 
the nineteenth century, sewing machines, pianos, farm machinery, and 
sets of books have been sold on the installment plan, that is, by allowing 
customers to pay for their purchases in several payments over a period 
of time. Neighborhood stores have always kept some of their customers 
“on the book.” These were the exceptions, however, to the generally ac- 
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cepted principle that the way to get goods which were beyond one’s 
ordinary budget was to accumulate the money through patient saving. 

About the time of World War I, the automobile industry, developing 
its mass-production methods, foresaw the great profits to be made by 
selling automobiles on the installment plan. This method of selling 
spread to radios, furniture, and household appliances. At the same time, 
retail stores encouraged customers in the middle income and upper 
income brackets to open charge accounts which allowed them to pay 



SERVICE CREDIT 


CHARGE accounts 


SINGLE PAYMENT 
LOANS 


INSTALLMENT 
CASH LOAN 


INSTALLMENT 
SALE CREDIT 


In 1948 the total was almost twice as great as in 1929. The reduced total in 
1933 was a product of depression; in 1945 and 1946 government restriction 
kept the total low. Have installment sales become a larger or smaller propor¬ 
tion of total consumer credit? Why? (Data from Federal Reserve Board) 


once each month for their purchases of the previous month. The use of 
personal loans —loans of money made for personal, rather than business, 
needs—also increased. The results of this development of conmnier 
credit have been phenomenal, as shown in the chart above. “Credit” 
means the ability to get goods and services now, in exchange for a 
promise to pay in the future. “Consumer credit” refers to credit used 
for the purchase of consumer goods and services, as distinguished from 
credit used by businessmen for the production of goods and services. 

There has been considerable disagreement as to whether this devel¬ 
opment has been a benefit or an evil. Some people hail consumer credit 
as a means for giving middle-income and low-income families a higher 
standard of living. As we have seen in our study of Engel’s Law, these 
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families have difficulty in saving substantial amounts. Installment pay¬ 
ments on purchases and loans enable them to get goods and services 
which otherwise they might never be able to buy. It has helped to in¬ 
crease the volume of production, and has therefore reduced the cost of 
many goods. Consumer credit therefore benefits both consumers and 
businessmen. 

Despite these benefits, however, many people feel that consumer 
credit has dangerous aspects. It has encouraged many families to over¬ 
buy and to overborrow; they forget that credit is not a substitute for 
income. Installment purchases and loans should be based on the fam¬ 
ily’s average income per year over a long period of time. Consumer 
credit also helps to bring inflation —rising prices—because it increases 
the demand for goods during periods of high income, when prices may 
already be moving upward. 

For better or worse, there has been a fundamental change of attitude 
toward personal debt. To owe money is no longer considered a dis¬ 
grace, branding one as lacking in self-control and thrift. On the con¬ 
trary, there is a constant advertising pressure upon the consumer to 
borrow, to open charge accounts, to buy on the installment plan. Just 
as the consumer is overwhelmed by the variety of merchandise from 
which he may select the best values, so he is confronted with a wide 
choice of sources of credit, with a variety of interest rates and other 
terms. Wise shopping for credit is almost as important as wise shopping 
for merchandise. 

Mortgage Credit 

Another form of consumer credit, besides those already mentioned, 
is the mortgage loan, used in buying a home. Most home buyers borrow 
a substantial part of the total price, since the purchase of a home in¬ 
volves a large sum of money. In most cases a down payment is made, 
from one-tenth to one-half of the price, and the balance is financed 
through a bank. The buyer gives the bank a legal document, promising 
to pay back the principal, the amount of the loan, in a certain time, with 
a specified rate of interest. Interest is a payment for the use of funds. 
The rate of interest is stated as a percentage of the principal amount of 
the loan, on an annual basis. As security for the loan, the buyer gives 
the bank a mortgage on the property. The mortgage is a document stat¬ 
ing that if the borrower, or mortgagor, fails to pay the interest and prin¬ 
cipal in accordance with the terms of the sales contract, the lender, or 
mortgagee, may force sale of the property to collect the money still 
due him; this is known as "foreclosing” the mortgage. 

In recent times the danger of foreclosure has been lessened by having 
the mortgage debt paid in installments. This is called amortization. The 
payments are equal for the entire period of the loan, so that the burden 
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upon the purchaser will be equal, and easier to budget, from year to 
year. 

Once the mortgage debt has been fully paid, the buyer of the house 
has a free and clear title to his property and his fixed charges are con¬ 
siderably reduced. In case of need, he is in a position to borrow money 
by again oflFering a mortgage on his property as security. 

Since the 1930 s the Federal Housing Administration (FHA) has 
helped the banks finance the purchase of new homes and the repair and 
improvement of old ones. Up to that time, a bank would not ordinarily 
lend a home buyer more than two-thirds of the purchase price; and a 
down payment of one-third or one-half the purchase price was too 
much for people of moderate means. The FHA does not lend money, 
but it insures banks against any loss on loans they make, up to 80 or 90 
percent of the value of a house, provided the construction or improve¬ 
ment plans meet the standards set by the FHA. As a result of this gov¬ 
ernment guarantee, down payments on houses have become smaller, 
and the mortgage payments have been stretched over a larger number 
of years. The FHA plan has encouraged the building and improvement 
of thousands of homes throughout the country. 

Look Before You Sign! 

In 1936 a legislative committee in Massachusetts studying the prob¬ 
lem of consumer credit found that in 105 cases in which storekeepers 
had advertised installment sales at 6 percent interest, the true rate of 
interest was as follows: 

1 case — 6% 19 cases—21-30% 

6 cases—7-10% 10 cases—31-100% 

61 cases—11-20% 8 cases—101-679% 

Likewise, a Wisconsin committee found that buyers of automobiles 
who thought that they were paying between 8 and 12 percent were ac¬ 
tually paying from 17 to 40 percent, and even more. 

How is this possible? The true rate of interest, as distinguished from 
the stated rate of interest, depends upon these factors:^ 

^ The distinction between apparent and true rates of interest is obvious in the 
case of the neighborhood moneylender, who lends a man $10 for a week, saying, 
"Just give me back $11 on your payday next week.” What seems to be a 10 per¬ 
cent interest charge is actually a rate of 520 percent per year. 

Then there is the person who buys a $50 radio, pays $20 down, plus an interest 
charge of 6 percent ($1.80) on the unpaid balance of $30, followed by six monthly 
installments of $5 each. The true rate of interest is about 21 percent per year be¬ 
cause (1) the balance was paid in six months, while the interest rate was figured 
by the year, and (2) the balance was paid in monthly installments, so that the 
average amount of money which the purchaser had for his use during the six 
months was only $17.50. A payment of $1.80 on a 6-month loan of $17.50 makes 
the true rate of interest 20.6 percent. 
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1. The stated rate of interest 

2. Whether the interest charge is deducted at the time the installment 
purchase or loan is made, or when the last payment is made 

3. The term, or length of time, allowed for payments, and the number of 
installments 

4. Whether there are any different prices for cash sales and for install¬ 
ment sales 

5. Whether there are any special charges or fees 

Besides guarding against the payment of excessive interest rates, the 
person who buys on the installment plan or who borrows money must 
be very careful about the other terms of the contract he signs. He 
should notice what kind of security he is being asked to give the mer¬ 
chant or lender. In the first place, the contract used for installment sales 
is usually a conditional-sales contract. This means that until the article 
has been completely paid for, it still belongs to the seller. If the buyer 
fails to pay an installment in the agreed amount on the specified date, 
the contract usually says that all unpaid installments come due at once 
and the seller has the right to repossess, or take back, the article. The 
seller then has the right to resell the article for whatever price it will 
bring. If the resale price does not cover the balance that was due from 
the original buyer, the seller may sue the original buyer for the amount 
of money still lacking. Second, the seller often protects himself further 
by having the buyer sign a wage assignment as part of the contract. 
The wage assignment gives the seller a blanket right, in case of default 
on payments, to take part of the buyer s wages each payday, until the 
balance (plus legal charges) has been paid. 

The buyer or borrower is sometimes asked to furnish security for the 
loan, such as a mortgage on furniture or an automobile. If payments 
are not made on time and in full, the seller or lender may seize the 
mortgaged pioperty and sell it, and collect the balance (plus legal 
charges). 

In the case of a personal loan, the borrower is sometimes asked to get 
a co-maker or co-signer, another person who will sign the agreement 
along with the borrower. The co-signer must be someone with wealth 
or a larger and steadier income than the borrower. By acting as co¬ 
signer, he promises that if the borrower fails to make the required pay¬ 
ments, he will assume full responsibility for the debt and will make 
the payments. 

Conditional-sales and personal-loan contracts, when used by reliable 
businessmen in a reasonable way, do not work great hardships upon 
consumers. In some cases such contracts have been used unscrupu¬ 
lously. Even after a customer has paid most of the balance due, a single 
tardiness has been used as an excuse for repossessing and reselling the 
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merchandise or the collateral. Wage assignments have been enforced 
even when the payments meant depriving the debtor s family of the 
necessities of life. Workers have sometimes lost their jobs because their 
employers did not like to be bothered with wage assignments. 

HOW MUCH WAS BOUGHT 

ON THE INSTALLMENT PLAN 1940? 
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The proportion of durable goods bought on installments is high. What factors 
may explain why the proportion of automobile sales on installments is 
greater than the proportion of jewelry sales? Why are nondurable goods (as 
distinguished from durable and semidurable) not sold on installments? 


Protection for the Users of Consumer Credit 

Some states have taken the lead in providing legal protection for 
small borrowers and installment buyers. The state of Indiana has laws 
regulating the finance charges on installment sales and prohibiting some 
of the abuses of conditional-sales contracts. A New York law now re¬ 
quires that the contract shall be printed in a minimum size of type, with 
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all charges clearly shown, and that the signers shall get copies of the 
contract. Repossessions and wage assignments are carefully restricted. 

More than half the states, notably in the Northeast and Middle West, 
have adopted the Uniform Small Loans Law, sponsored since 1916 by 
the Russell Sage Foundation of New York. This law establishes a maxi¬ 
mum rate (from 2/2 to 3 I 2 percent a month, or 30 to 42 percent a year) 
which is large enough to make jinance companies, or small-loan com¬ 
panies, profitable. This encouragement to legitimate finance companies 
tends to drive out the loan shark, the unlicensed lender who takes ad¬ 
vantage of people’s needs and ignorance to charge exorbitant rates of 
interest. Moreover, the interest charge made by the finance company is 
stated as a true rate of interest, so that the borrower knows the exact 
cost of the loan and need not fear the addition of unspecified charges. 

Another essential feature of the Uniform Small Loans Law is the su¬ 
pervision of the finance companies by the state. Lenders must be li¬ 
censed and bonded and must report regularly to some state agency, 
such as the banking department. The state agency is in a position to 
check illegal or undesirable practices, such as false advertising and un¬ 
reasonable collection methods. The cost of credit under these condi¬ 
tions is still high, especially for the low-income families, who are the 
chief customers of the finance companies. It is generally agreed, how¬ 
ever, that the supervised finance company represents a major improve¬ 
ment over the 300-500-percent loan-shark charges of the unscrupulous 
lender. 


Rules for Using Credit 

The following rules should be observed in using credit: 

When you borrow money or buy on the installment plan, it is especially 
important that you deal with businessmen whom you know to be honest and 
reliable. 

Never sign a document until you have read it carefully, including the 
parts printed in small type. Do not sign any documents until all blank spaces 
have been filled in. Notice what kinds of security or collateral you are being 
asked to provide, and whether you are being asked to sign a wage assign¬ 
ment. Do not be afraid to ask questions about words, clauses, or paragraphs 
you do not understand. The seller or lender wants you as a customer, and, if 
he is honest, he will not hesitate to answer your questions. Do not accept any 
oral understandings, but have them written into the contract. 

Comparison shopping is just as valuable in borrowing money as in buying 
merchandise. When buying something for which you do not have enough 
cash, figure out whether it would be cheaper for you to buy the article on 
the installment plan offered by the particular store, or to borrow the money 
from a finance company and pay cash to the store. Keep in mind all the 
factors, listed on page 108, which determine the true rate of interest. Com- 
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pare the true rates of interest charged by various companies and then borrow 
money where it will cost the least. 

From the budget counselors of savings banks and other reputable institu¬ 
tions get advice about buying and borrowing. These counselors will help 
you plan purchases and loans according to your income and will enable you 
to avoid financial difficulties. 

Exercises and Activities 


I Dictionary of Economic Terms 


amortization 
charge account 
conditional sales contract 
consumer credit 
co-signer 


credit 

finance company 
foreclosure 
installment plan 
loan shark 


mortgage 
personal loan 
repossess 
wage assignment 


II Questions and Problems 

1) (a) State and explain two methods by which consumers may acquire 
goods or services without immediate cash payment, (b) What are 
the advantages and disad\ antages of each method? 

2) The late Mayor LaGuardia of New York City for many years car¬ 
ried on a campaign against loan sharks. Why did he regard this prob¬ 
lem as important for the entire community? 

3) For the past generation there has been much debate about the wis¬ 
dom of encouraging the spread of installment sales and personal 
loans, (a) What does the chart on page 105 show about the growth 
of installment sales? (b) What arguments are there for encouraging 
the spread of installment selling and lending? (c) What are the ar¬ 
guments against? 

4) Make a list of things which a consumer should notice before he signs 
an installment contract. 

5) In what ways do small-loan laws protect borrowers? 

6 ) Figure out the true rate of interest in each case: (a) a radio, priced 
at $100 cash, can be bought for $5 down and $8.25 a month for 
12 months; (b) a piece of furniture can be bought for cash at $50; 
or on the installment plan for $54.50, with a $5 down payment, and 
eleven installments monthly of $4.50; (c) a worker borrowed $15 
from a loan shark and paid back $2 a week for 12 weeks. Use the 

2 ml 

constant ratio formula, R = — ——p-. R is the rate of interest; m is 

i5(n i- 1; 

the number of payments per year—12 if monthly payments, 52 if 
weekly; I is the amount of interest in dollars (whatever is charged 
above the cash price); B is the balance due; n is the actual number 
of payments. 


Ill TraNGs To Do 

1) Read and report on any of the following pamphlets: (a) Loan Sharks 
and Their Victims (Public Affairs Pamphlet No. 39); Credit for 
Consumers (Public Affairs Pamphlet No. 5); Installment Selling: 
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Pros and Cons (Public Affairs Pamphlet No. 61, Public Affairs Com¬ 
mittee, 22 East 38th Street, New York 16, N.Y., price 20 cents each), 
(b) One Hundred Problems in Consumer Credit (Poliak Foundation 
for Economic Research, Newton, Mass., price about 10 cents). Con¬ 
tains mathematical problems on cost of consumer credit, (c) Ten 
Close-Ups of Consumer Credit (published by Farm Credit Adminis¬ 
tration, Government Printing Office, Washington 25, D.C., price 15 
cents), (d) Using Consumer Credit (Consumer Education Series 
No. 9, National Association of Secondary School Principals, Wash¬ 
ington 6, D.C.). A comprehensive analysis of the various kinds of 
consumer credit. 

2) Members of the class should visit whatever types of lending institu¬ 
tions exist in the community, and collect data as to the cost of a loan 
of $100 in each institution. Newspaper advertisements often give 
this information. 

3) Find out what laws your state has regarding installment sales and 
personal loans. 


LESSON 



THE CONSUMER AND 
SAVINGS 


Factors in Saving 

We have learned that a family’s income is the most important of the 
factors determining how much the family will save. (See Lesson 8.) 
The higher the family’s income, the larger the proportion of the income 
which is saved. In a few families the income is so high that it becomes 
virtually impossible not to save; the process of saving becomes auto¬ 
matic. Most families, however, face the question of how to earn enough 
money and how to budget their incomes in order to produce a surplus 
which can be saved. 

A second factor influencing the amount of savings is the pattern of 
spending that is customary in the family. Some people are so fearful of 
the coming of a rainy day that they save an unusual proportion of their 
income and correspondingly lower their current standard of living. 
Others feel that tomorrow will somehow take care of itself and there¬ 
fore do not even attempt to save. Frequently a family saves with a defi¬ 
nite motive: to make a down payment on a house, buy an automobile, 
send the children to college, pay for a vacation trip, or accumulate 
capital with which to start a business. 

Fortunately for many of us, there is now a third factor which affects 
savings habits—compulsory savings, resulting from the action of the 
government, the employer, or some other group with which the saver 
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is associated. More than half the people in this country have had de¬ 
ductions made from their wages for social-security savings which will 
protect them in their old age. These deductions are a form of forced 
saving. So are the deductions made from the salaries of civil-service 
employees for their retirement pensions. Some labor unions and other 
groups provide for sickness and death benefits for their members. The 
payments of dues to such groups contain an element of forced saving. 

Most of us think of savings as a personal matter, providing protection 
for ourselves and our families and helping us raise our standard of liv¬ 
ing. The importance of savings, however, goes far beyond the individ¬ 
ual family. The savings of the individual or family become the capital 
funds of the businessman. An individual who wants to start a business 
uses his savings for that purpose. If he does not have enough capital of 
his own, he may borrow money from a friend or relative who has saved 
some money. Even if people do not invest their savings in this direct 
way, but deposit them in a bank or use the surplus money to buy insur¬ 
ance, the savings are soon transformed into capital. The banks and in¬ 
surance companies invest the deposits and premiums in the stocks and 
bonds (see p. 175) of business firms, in government bonds, or in the 
mortgages of builders and owners of real estate. 

The family with surplus income is offered a variety of ways to save. 
Which method it will use depends upon the amount and nature of the 
savings and upon the aim of the family. It must decide which of three 
factors is most important: the safety of the savings, the return on the 
savings, or regularity in saving. 

Owning a Home 

One of the most common ways in which saving and consumption are 
combined is through the purchase of a home. Whether it is better to be 
a tenant or an owner is not always easy to decide. The tenant has the 
advantage of knowing just what his cost for shelter is going to be for 
the period covered by the lease, or rental contract. Maintenance and 
repair are usually the landlord’s responsibility, so that the tenant is un¬ 
likely to have any cost beyond the actual rent. The owner of a house 
has to worry about a variety of costs—fuel, taxes, repairs, mortgage pay¬ 
ments, painting. Although these costs are fairly regular, there are un¬ 
predictable events which cause some of them to be greater than ex¬ 
pected. It is easier for a tenant than for an owner to move about to fit 
his changing desires and needs. An owner is more closely tied to his 
property, unless he can afford to take the losses which may result from 
frequent sales and purchases. On the other hand, in times of housing 
shortage, as in the 1940’s, the tenant has to worry about having his rent 
increased, or even about being asked to vacate when the lease expires. 
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The owner has some peace of mind about keeping the roof over his 
head, although the costs of maintaining his home may have risen. In 
depression times, like the 1930’s, it is the tenant who is often in the bet¬ 
ter position because he can adapt himself more easily to the shrinkage 
of income. The home owner is burdened with maintenance costs which 
may not decline suflBciently to fit his smaller income. If the loss of in¬ 
come is substantial, and the owner s savings are exhausted, he may face 
the danger of having the mortgage-holder claim the property. This hap¬ 
pened in thousands of cases during the 1930’s. 

HOME OWNERSHIP -united states, 1890-1947 


1890 

1910 


OWNER OCCUPIEO: 6.1 

OWNER OCCUPIED : 9.1 


TOTAL NUMBSR Of OCCUPIED 
DWELLING UNITS IN MIUIONS 


EACH FIGURE REPRESENTS 
3 MILLION DWELLING UNITS 


1930 

1947 


OWNER OCCUPIED : 14.0 


OWNER OCCUPIED : 21.3 39 J 

Chart by GRAPHICS INSTITUTE. N. Y. 


In 1890, 1910, and 1930 a little over half of our dwellings were occupied by 
tenants and a little under half were occupied by owners, in 1947 the situation 
was somewhat altered; more than half were occupied by owners. (Adapted 
from Road Map of Industry, No. 638, National Industrial Conference Board) 


The notion that owning a home generally means a large saving of 
rent is a mistaken one. The fact that property taxes and interest charges 
on mortgages are deductible from income taxes may save some home 
owners considerable amounts. But, despite this saving, the home own¬ 
er s costs may equal, or exceed, what it would cost him to rent quarters 
suitable for his needs. It is not so much economy as prestige and com¬ 
fort that are the chief reasons for buying a home. Owning a home can 
be economical, even profitable, however, when the house accommo¬ 
dates more than one family; the income from the tenants may be made 
to cover part or all of the cost of owning and maintaining the house. 


Savings Accounts 

Most of us prefer to save money rather than goods. Some people are 
so distrustful of anything but cash on hand that they hoard money. 
Under modern conditions there is little justification for this, for money 
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hoards are subject to loss, theft, and destruction, and they earn no in¬ 
come. When bank failures were frequent, money hoards were common; 
today the generally accepted method of saving is some form of bank 
account. For the average American family, the savings account has be¬ 
come a symbol of progress. 

The banks receive deposits and give each depositor a bank book in 
which are recorded deposits, withdrawals, and interest payments. Each 
bank keeps a certain percentage of its deposits on hand as a cash re¬ 
serve, so that depositors can withdraw money without delay. The sav¬ 
ings bank can by law require the depositor to give sixty days’ notice 
before withdrawing any money, but this power has rarely been used. 

It is of the utmost importance that savings banks be managed in such 
a way as to reduce to an absolute minimum the depositors’ risk of not 
being able to get their money back. To protect the depositors against 
loss, there is careful regulation of banks by state laws, enforced by the 
state banking departments. A bank’s loans and investments are strictly 
limited, by the state, to government bonds, the stocks and bonds of ex¬ 
ceptionally safe businesses, and real-estate mortgages. The records of 
the bank are inspected at regular intervals by government examiners. 
In addition, savings banks may become members of the Federal De¬ 
posit Insurance Corporation, a federal agency which insures each de¬ 
posit up to $10,000. 

At the beginning of the century, when bank failures were common, 
especially in farm communities, there was agitation for the federal gov¬ 
ernment to go into the savings-bank business. In 1910 the postal-savings 
bank system was organized. Deposits are accepted at post offices, and 
depositors are given certificates of deposit instead of passbooks. Inter¬ 
est is paid at the rate of 2 percent. Stamps at ten cents each can be 
bought, and each dollar’s worth of stamps can be exchanged for a cer¬ 
tificate which draws interest. This savings system is fitted to the needs 
of the low income groups and is used by many people. 

Many families make resolutions each year about saving a certain 
amount of money every week or every month; but only a small propor¬ 
tion of them keep the resolution. Therefore most people welcome the 
various methods which have been developed to help them save regu¬ 
larly. One of the most popular is the Christmas Club, run by the sav¬ 
ings bank. The saver agrees to deposit a specified amount weekly, and 
gets no interest on the deposits. The money cannot be withdrawn until 
a definite date, usually about a month before Christmas. Another 
method of saving is through a building and loan association. If a group 
of consumers wish to save money for the purpose of buying or building 
homes, they agree to make regular payments to the association. When 
the contributions have reached a certain level, the members can borrow 
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from the association in order to finance the purchase or building of their 
homes. Those who do not borrow receive interest, in the form of divi¬ 
dends, on their payments. 

There are also the Federal Savings and Loan Associations, which are 
similar to savings banks. They often pay somewhat higher rates of in¬ 
terest than savings banks, but withdrawals may sometimes be a little 
more inconvenient. 

Banking Services for Consumers 

Savings banks should not be confused with commercial banks, which 
deal mainly with businessmen. In commercial banks the depositors may 
withdraw money by writing checks (see p. 197) whereas in savings 
banks the depositor can withdraw money only by coming personally to 
the bank and presenting his passbook. Many commercial banks do, 
however, have a special interest department, which operates like a sav¬ 
ings bank within the commercial bank. Many commercial banks also 
have checking accounts for consumers. If a consumer keeps a large 
enough balance in a commercial bank (usually from $100 to $500), he 
can have a commercial account and can draw checks as needed. If he 
cannot maintain the minimum balance, he may open a special checking 
account and have the privilege of drawing checks, by paying a service 
charge for each check dra^vn. 

Savings banks do not offer any kind of checking account, but they do 
sell their own checks to depositors, making a small service charge for 
each check. To secure such a check, the depositor must apply at the 
bank in person, and have the check written by the bank teller. Such 
checks are similar in use, though not in appearance, to the money or¬ 
ders which can be bought at the post office. 

Banks also sell books of travelers checks, in definite denominations, 
which can be used to make payments in other cities or foreign coun¬ 
tries. This makes it unnecessary to carry large amounts of cash when 
traveling. The buyer of the traveler's checks pays the full value of the 
checks in advance, plus a service charge. 

Another service which both savings and commercial banks offer is the 
safe deposit box. For a few dollars a year a person can rent a box in 
which to keep leases, insurance policies, bonds, jewelry, and other valu¬ 
able documents or goods. 

Saving Through Investment 

It is possible to save money by buying the stocks of business firms, or 
the bonds of business firms or the government. The nature of these se¬ 
curities will be discussed later. Since investments in business corpora¬ 
tions involve a degree of risk, most consumers of moderate income, to 
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whom savings are a reserve for a time of need, leave this type of invest¬ 
ment to the experts. The savings bank is an expert and safe agency for 
the investment of savings. The saver brings his money to the bank as a 
deposit, which the bank puts to work as an investment in securities of 
one kind or another. From the earnings on this investment the bank 
pays its operating expenses, and then pays the depositors their share 
of the earnings in the form of interest on their deposits. In recent years 
the interest rate has usually been IM or 2 percent. Although the saver 
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generally gets a smaller return from the savings bank than he might get 
from doing his own investing, he is freed from worry about risks. 

Saving through government bonds is done by individuals, business 
firms, and nonprofit organizations of all kinds. For large savers the gov¬ 
ernment issues bonds in high denominations, generally $1000. For peo¬ 
ple of moderate income there are savings bonds, or baby bonds, in de¬ 
nominations of $25 and up. These small bonds do not pay interest at 
regular intervals, as in the case of the larger bonds; instead, interest is 
paid all at once when the bond is cashed by the holder. If, for example, 
one buys a bond for $18.75, it will be worth $25 at the end of ten years. 
This represents an interest rate of about 3 percent. The bond can be 
redeemed, or cashed, any time before the ten-year period ends; the 
longer the bond is held, the greater is its value when cashed. The rate 
of interest of government bonds is slightly higher than that paid by the 
savings bank, but there is somewhat greater inconvenience in buying 
and cashing bonds than in making deposits and withdrawals. To some 
people this inconvenience seems a good way to check impulsive spend¬ 
ing and to encourage permanent saving. Buying government bonds is 
also a way of supporting the activities of the government. During the 
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war these savings bonds were one of the means by which the govern¬ 
ment financed the nation’s military eflFort. 


Exercises and Activities 
I Dictionary of Economic Terms 

building and loan association savings account 

compulsory savings traveler’s checks 

II Questions and Problems 

1) (a) Why may it seem harder to save money now than it did thirty 
or forty years ago? (b) Why did savings reach record levels during 
the 1940 s? 

2) What changes have taken place, over the past hundred years, in 
the methods and forms of saving? 

3) Explain why the savings bank might be described as an institution 
for cooperative investment. 

4) Describe three ways in which the government protects savings-bank 
depositors against loss. 

5) Make a list of the various ways in which people can save money, 
and arrange these methods in the order in which they should be 
used by the average family. 

6) How may the opportunities and profits of businessmen be affected 
by the changes in the proportions of spending and saving? 

7) In parallel columns summarize the advantages of home ownership 
and tenancy. Which advantages are greater at the present time? 
What circumstances might change the present situation? 

Ill Things To Do 

1) From the savings banks in your community, collect pamphlets and 
other materials which describe the problems of saving, and the serv¬ 
ices of savings banks to consumers. 

2) Read and report to the class on any of the following discussions of 
the problems of family budgeting, methods of saving and investing, 
and buying a home: (a) Women and Their Money (Public Affairs 
Pamphlet No. 146.) (b) Money Management for the Family, pam¬ 
phlet published by the Household Finance Corporation, (c) Manag¬ 
ing Your Money (Consumer Education Series No. 7, National Asso¬ 
ciation of Secondary School Principals, Washington 6, D.C.). (d) 
How to Live Within Your Income, by Lasser and Porter (Simon and 
Schuster, 1948). 

3) Get advice from a bank or real-estate agency in your community on 
this problem: A family of four (1 son, 1 daughter) with an income 
of $80 a week wishes to buy a home. How much (total purchase 
price) should they spend for a house? What would the down pay¬ 
ment be? What would be the monthly costs for interest, amortization. 
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taxes, heating, and repairs? How would the monthly expense com¬ 
pare with the rent which this family would normally pay for living 
quarters? 

4) Make a report on the various types of savings institutions available 
in your community—savings banks, postal savings, building and loan 
associations, for example. 


LESSON 



LIFE INSURANCE 


What Is Insurance? 

Insurance is a plan for dividing among a group of people the financial 
loss which any member of the group may suffer from death, illness, fire, 
theft, or other such hazards. Each member of the group contributes to 
a pool of money, from which those who suffer a loss receive a specified 
compensation. Suppose a thousand people decide to organize a coop¬ 
erative insurance plan which would pay the family of each member 
$2000 upon the death of the member. Each person who participates in 
the plan is taking the risk that he will pay more into the pool than his 
family will collect from it. On the other hand, he knows that, in the 
event of his death, his family will not suffer a sudden financial disaster. 

Premiums and Benefits 

Each year the organization will have to collect from its members 
enough money to pay the claims of that year. It will estimate the num¬ 
ber of deaths that will take place among the members that year, mul¬ 
tiply the number by $2000, and divide this amount by the number of 
members, which in this case is one thousand. In actual practice the or¬ 
ganization would not rely upon a mere guess. As a result of years of 
experience, statisticians, known in the insurance business as actuaries, 
have computed a mortality table, which gives the number of deaths per 
thousand which can be expected at every age. If, to make the example 
simple, all the one thousand members of the organization are forty-five 
years old, then, according to the mortality table, eight of them will 
probably die during the year. In order to be able to pay the claims of 
the eight families of the deceased, the organization will need $16,000. 
Each of the thousand insured persons will therefore have to pay a pre¬ 
mium of $16 for a policy with a face value of $2000. The premium is the 
amount regularly paid for insurance. The face value is the total amount 
of money which will be paid when the policy becomes due. The follow¬ 
ing year, however, and every succeeding year, as the members grow 
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older, the number of deaths per year will increase, and the number of 
premium-payers will decrease. Hence, if no new members are added, 
the amount of the premium will grow each year until the cost becomes 
prohibitive for the last survivors. The annual premium at the age of 
65 would be about $125 for the $2000 policy. This system of increasing 
the cost each year according to the amount needed for claims is called 
the asseswient method. 

To avoid the difficulties of the assessment method, insurance com¬ 
panies have instituted the level-premium method of payment. Under 
this plan the low premiums of the early years and the high premiums of 
the later years are averaged, and the insured pays the same premium 
during the entire life of the policy. In this way the insurance company, 
during the early years of the policy, collects more than enough to pay 
the current claims of the benejiciaries, those named in the policies to 
recewe the benefits, which are the payments due under the terms of the 
policy. In the later years of the policy, the company collects less than 
the current claims, but it has the surplus from the early years to make 
up the diflFerence. 

The premium is affected by other factors besides the cost of the death 
claims. The premiums have to be large enough to pay not only the 
benefits promised in the policy, but also the operating expenses of the 
insurance company—rent, salaries of officials and clerical staff, commis¬ 
sions of agents, and advertising. These costs raise the amount of the 
premium. On the other hand, the insurance company invests the pre¬ 
miums in stocks and bonds, mortgages, and other safe investments. The 
more the company earns on its investments, the lower the premiums 
can be. 

Policy holders must note that the net cost of the policy to the insured 
is also aflFected by the amount of the dividend which he may receive. 
This is an amount of money which is paid back to the insured annually. 
The dividend is made possible by two factors: (1) the number of death 
claims may decline from the number shown in the mortality table, be¬ 
cause of the continuous lowering.of the nation's death rate; (2) the 
earnings of the company may be greater than were expected when the 
premium was set. The larger the dividend, the smaller the net cost of 
the policy to the insured. 

Insurance as a Means of Saving 

Many people who buy insurance are interested not only in getting 
protection for themselves and their families, but also in forcing them¬ 
selves to save money regularly. For that reason, the premiums of all 
life-insurance policies (except term-insurance policies, which are ex¬ 
plained later) are large enough to cover the cost of the specified pro- 
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tection and also to leave an extra amount to be accumulated as a sav¬ 
ings fund. This accumulation is credited to the account of the insured 
as a cash reserve and earns a certain amount of interest each year. The 
cash reserve is very small in the early years of the policy because of 
the few premiums paid in and because of the high commissions and 
other expenses in the early years. 

This cash reserve can be used by the insured in various ways. In case 
of need he can borrow the cash reserve, in the same way that he would 
borrow from a bank, paying interest on the loan. If he decides to let 
the policy lapse (drop), he gets the cash reserve as the cash surrender 
value of the policy. If, when the policy lapses, he does not need the cash 
particularly, he can get extended-term or paid-up insurance; that is, 
without further premium payments he can have a specified amount of 
insurance for a specified time, according to the amount of the cash sur¬ 
render value. 

Saving money through an insurance policy is an expensive way of 
saving. The most economical way for the average person to save money 
is to deposit it in the savings bank, and to get as much protection as 
possible by buying the cheapest kind of insurance policy. Yet many 
people prefer to use the more expensive method of saving money 
through an insurance policy, because it makes their saving compulsory 
and therefore more regular than it might otherwise be. 

Insurance policies are one of the ways in which people save money 
and thereby help to provide capital for business firms. At the end of the 
I940’s, the life-insurance companies of this country were collecting 
about five billion dollars a year in premiums and had total assets of 
about fifty billions. About one-third of these assets were invested in 
mortgages, bonds, and stocks of private businesses; and another third in 
the bonds of our federal, state, and local governments. 

Types of Policies 

One of the difficulties confronting the prospective purchaser of life 
insurance is that of choosing from the perplexing variety of policies 
available. One insurance company alone sells a hundred diflFerent kinds 
of policies. All policies may be classified, however, under four standard 
headings: 

1. Term insurance is life insurance for protection only, not for sav¬ 
ings. It is bought for specific periods of time—one year, five years, ten 
years, and sometimes twenty years—often with the privilege of renewal 
for another term. Since the premium is just high enough to cover the 
actual cost of the claims paid by the company, the insured does not ac¬ 
cumulate any cash reserve. 

The advantage of term insurance is that, in the early years, it is less 
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expensive to the insured than any other type of policy. For a given 
amount of money the insured gets the maximum amount of protection 
for his family. The money sa\’ed on the insurance can be deposited in a 
savings bank, and will provide more savings than the cash reserve of 
other t\pes of policies. The drawback of term insurance is that each 
time the policy expires and is renewed for another term, the rate in¬ 
creases. 

Term insurance is most desirable for people in their twenties, thirties, 
even forties, when the cost is low. The family of the insured gets the 
greatest amount of protection during the period when the need of the 
family for such protection is greatest—while the children are young. By 
the time the children have grown older, it may be advisable to change 
to some other type of insurance before the cost of these other types be¬ 
comes too high. 

2. Straight {whole) life insurance, like term insurance, requires that 
premiums be paid for the entire lifetime of the insured. It costs more 
than term insurance because it includes a cash reserve. It provides less 
protection per dollar of premium than term insurance. On the other 
hand, it provides a level premium for the entire lifetime of the insured. 
For many families it provides the most practical combination of insur¬ 
ance and savings. 

3. Limited-payment life insurance requires premiums for a limited 
number of years—fifteen, twenty, or thirty. The smaller the number of 
years, the higher the premium will be. After the premiums have been 
paid for the specified term, the policy remains in force for the lifetime 
of the insured without further premium payments. The cash reserve has 
by that time become big enough to take care of the cost of the insur¬ 
ance for the remainder of the insured person s lifetime. The cash value 
continues to earn interest each year, so that it grows from year to year. 
This kind of policy is particularly suitable for businessmen, professional 
people, and salaried workers who want to pay the entire cost of their 
insurance during their middle years, when, in most cases, their earnings 
are at a peak. 

4. Endowment insurance differs from the other types of policies in 
that it matures after a definite number of years. When the policy ma¬ 
tures, the face value of the policy is paid to the insured. If the insured 
dies before the date of maturity, the beneficiary receives the face value, 
as in other types of policies. The premium for an endowment policy is 
higher than for straight life insurance, because it has a larger invest¬ 
ment element. 

Similar to the endowment policy is the annuity policy. When the 
policy matures, however, instead of receiving a lump sum, the insured 
receives regular monthly payments for the rest of his life. 
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Methods of Distribution of Life Insurance 

There are four ways in which people generally buy life insurance. 

Ordinary insurance is sold in policies of $1000 and up. It is issued 
only to individuals, and each individual must pass a medical examina¬ 
tion. The premiums are paid annually, semiannually, or quarterly, 
sometimes monthly. Ordinary insurance includes all the types de¬ 
scribed above. 

Industrial insurance is sold to workers in small policies, most of them 
less than $250 each. A medical examination is usually not required. Pre¬ 
miums may be paid weekly, and are usually collected by an agent, who 
comes to the insured’s home or place of business. Because of the high 
cost of handling, this form of insurance is very expensive; that is, the 
amount of protection per dollar of premium is very low. Yet it is sold 
almost entirely to low-income workers, who need cheap insurance. For 
a long time it has been argued that a large proportion of American 
workers are unable to provide themselves with a reasonably adequate 
amount of life insurance. Even the tiny industrial-insurance policies 
seemed to be a luxury for many of them. During the ten years from 
1928 through 1937, for example, American workers bought 167,000,000 
new industrial policies, but at the same time 132,000,000 industrial pol¬ 
icies lapsed. The attempt is now being made to meet their insurance 
needs through social security, group insurance, and savings-bank life 
insurance. 

Group insurance is sold to a group of people, usually a group work¬ 
ing for the same employer, or the members of a labor union, or the 
members of a fraternal group or cooperative. No medical examination 
is required. The premiums are usually low because the distribution is 
on a wholesale basis. 

Savings-bank life insurance was established in Massachusetts in 1907, 
and more recently in New York and Connecticut. The customer has to 
go to the bank to purchase this insurance. Because the savings bank 
does not pay any agents’ commissions, and since the collection cost is 
slight, the premiums on this form of life insurance are lower than on 
ordinary insurance. In New York no bank may sell more than $5000 
worth of savings-bank life insurance to any one individual; in Massa¬ 
chusetts the limit is $25,000; in Connecticut, only $3000. 

SOME rules to follow IN BUYING LIFE INSURANCE 

1. Try to get the advice and services of an experienced and well-estab¬ 
lished insurance agent in whom you can have confidence. Beware of high- 
pressure methods of salesmanship. 

2. All the well-known companies are reliable and safe. The important 
thing for a buyer of life insurance is the net cost of the policy over a period 
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of years. In comparing policies, keep in mind not only the premium, but also 
the cash reserve and the dividends. 

3. For many families, especially for young families with small incomes, 
the most economical kind of insurance policy is term insurance or savings- 
bank life insurance, where available. In this way the family gets the greatest 
possible amount of what it needs most—protection. Later, as the family 
grows older and its income increases, a shift can be made to policies with 
level premiums and savings features. 

4. Education policies and other forms of endowment policies are a more 
expensive method of saving, most suitable for middle-income and upper- 
income families. 

5. Don’t overbuy. Your total premiums should be no more than you can 
reasonably aflFord with what is likely to be your average income over the 
years. If your income increases beyond expectations, you can add further 
insurance at that time. The greatest waste in buying insurance is to buy a 
policy and then allow it to lapse in a few years, because during those early 
years the cash surrender value is so very small. 

6. Ordinarily, it is unwise to shift from one policy to another, because 
there is a financial loss. If you are urged to do so by an insurance salesman, 
try to get expert advice from another source. 

7. Read your policy carefully from beginning to end. It is a long and 
tedious assignment, but important to your welfare. Ask your agent to explain 
the various sections, especialK those outlining the benefits, cash values, loan 
features, and other rights which you may have under the policy. 

8. It is usually advisable to pay the slight extra cost of waiver of premium. 
Then, if you are disabled, you do not have to pay the premiums, but your 
policy continues in force. 

9. If you are a veteran, keep your government insurance policy. It is the 
best insurance value available. 

10. It is usually to the advantage of the buyer of life insurance to plan a 
long-term program with a qualified underwriter (insurance sales firm). 
There is a National Association of Life Underwriters, with local or regional 
branches, which maintain ethical professional procedures in life-insurance 
sales. You can always seek their advice. 


Exercises and Activities 
I DicnoxARY OF Ecx)nomic Terms 


actuary 

annuity 

beneficiary 

benefit 

cash surrender value 
endowment insurance 
face value 


group insurance 
industrial insurance 
insurance 

insurance dividend 
limited-payment insur¬ 
ance 

mortality table 


net cost 

ordinary insurance 
paid-up insurance 
premium 

savings bank life in¬ 
surance 

straight life insurance 
term insurance 
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II Questions and Problems 

1) What is the basic principle of all insurance? 

2) Copy and fill in this table comparing forms of insurance: 

Types of Insurance 

Term Straight Endowment Annuity 
Life 

Rank according to cost 
Rank according to protection 
Rank according to savings 

3) Explain why net cost is so important in choosing a policy. What 
factors determine the net cost? 

4) The figure indicates that the average life-insurance policy is kept 
only about seven years before it is lapsed, (a) Why is this fact of 
great significance to buyers of life insurance? (b) What criticism 
of insurance companies might be made on the basis of this fact? 

5) Economists have cautioned against confusing insurance aims and 
investment aims. What do they mean? 

6) What kind of life-insurance policy, in your opinion, should be rec¬ 
ommended to each of the following: (a) a man 24 years old, single, 
with no dependents, holding a good job; (b) a man 30 years old, mar¬ 
ried, with one child four years old, receiving a steady and fair-sized 
income; (c) a man 48 years old, with one child married, and a sec¬ 
ond child in college; man and wife both civil service employees, 
members of pension system giving them retirement pension and 
death benefits. 

7) The insurance companies of this country have become one of the 
important sources of business capital. How? 

III Things To Do 

1) Read and report about the principles and types of insurance in any 
of the following: (a) Buying Your Own Life Insurance (Public Af¬ 
fairs Pamphlet No. 134). (b) Buying Insurance (Consumer Educa¬ 
tion Series No. 8, National Association of Secondary School Prin¬ 
cipals, Washington 6, D.C.). (c) Materials published by the Insti¬ 
tute of Life Insurance, 60 East 42nd Street, New York, N.Y. 

2) Report to the class on the controversy which has developed regard¬ 
ing term insurance. For material in favor of term insurance, you can 
read Consumers Union Reports of 1938-39, 1942; Life Insurance: 
A Legalized Racket by Mort and Gilbert (Farrar and Rinehart); 
Your Life Insurance by David Gilbert and J. P. Sullivan (Marlowe). 
For material against term insurance, read Term Insurance by 
M. A. Linton (National Association of Life Underwriters, 1939); 
Life Insurance Speaks for Itself by M. A. Linton (Harper, Rev. Ed., 
1939). 
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Johnny Consumer Comes of Age 

Johnny Consumer of our cartoon story (pages 128-9) learned how 
much his standard of living depended upon wise buying. To be a wise 
consumer is a highly complicated business. It requires knowledge about 
thousands of goods and services, weights and measures and their stand¬ 
ardization, savings, credit, and insurance. There is a saying that “To 
spend money is easy; to spend it well is hard.” 

Most consumers do not realize how little they know about efficient 
methods of buying goods and services. Few people make even an at¬ 
tempt at learning the rules of spending and using. No wonder one 
economist, Wesley C. Mitchell, entitled his essay on consumer prob¬ 
lems The Backward Art of Spending Money! 

Recently, however, we have had the beginnings of a consumer move¬ 
ment. This is the attempt to establish agencies which help consumers 
get more for their money. In a short time, the consumer mov^ement has 
accomplished a great deal. Largely as a result of the pressure from con¬ 
sumers and consumer organizations, our federal and state governments 
have passed many important consumer laws, and businessmen have 
made great improvements m their products. At the same time, consum¬ 
ers have learned a good deal about wise buying. 

As a result of the work being done by schools and by consumer or¬ 
ganizations, more people realize that their real income depends not 
only on their earnings but also on the way they spend; that they need 
legal protection not only as workers, investors, or manufacturers, but 
also as consumers. As the consumer “comes of age,” he becomes a con¬ 
sumer-minded person, one who sees problems from the consumers’ 
viewpoint. 

Consumer Education in Schools 

Our youthful Johnny Consumer became a wise consumer, but not by 
chance. Even before he was of school age, he learned wise buying by 
shopping carefully with his parents. They also helped him choose good 
forms of recreation and entertainment, and he became a wise consumer 
of his leisure time. 

It is primarily in connection with this latter type of activity that our 
schools have engaged in consumer education. Most of such teaching is, 
indeed, usually not recognized as consumer education. It is that part of 
our education that teaches the appreciation of good literature, music, 
and art, and provides recreation and health education in the gym¬ 
nasium and in biology and other classes. 
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Only recently has the study of wise buying come into the classroom. 
In shop classes and in home-economics classes, many schools are teach¬ 
ing about goods and their uses. Many teach consumer economics— 
budgeting, life insurance, and commercial law. Some of this informa¬ 
tion reaches the adult population through evening courses and through 
mimeographed materials sent home with the children. 

One of the most interesting and promising experiments in consumer 
education is the work of the Projects in Applied Economics, conducted 
under the auspices of the Alfred P. Sloan Foundation. In some states 
the universities are working with the elementary and high schools to 
develop reading materials that teach practical lessons on clothing, 
food, housing, and many other aspects of daily living. 

General Information for Consumers 

Many agencies provide information and guidance for the bewildered 
consumer. Private organizations which supply consumer information of 
one kind or another are numerous. The most obvious and most wide¬ 
spread source of information is of course advertising, which provides 
much necessary information for buyers, but can hardly be expected to 
state the bad points of a product. In a similar class are the catalogues 
of the mail-order companies. Many newspapers and magazines devote 
a good deal of space to consumer information. They tell what food 
products are currently selling at reasonable prices, and they suggest 
how to f)repare food economically and at the same time obtain the most 
value out of it. They also give advice on mending and repairing, and 
hints on home decoration and similar subjects. 

There are numerous pamphlet series on consumer problems. Profes¬ 
sional and educational associations, women's -clubs, and labor unions 
issue consumer literature. 

Better Business Burecms have been established in many cities by co¬ 
operating business firms. They protect the public, by publicity and ad¬ 
vice, against some of the grosser business frauds, such as false adver¬ 
tising. Many pamphlets published by the Better Business Bureau are 
available to consumers. 

The National Consumer-Retailer Council (8 W. 40th St., New York 
10, N.Y.) represents an experiment in cooperation between the con¬ 
sumer and business organizations. It encourages the use of informative 
labeling by producers and the buying by consumers of products that 
have informative labels. (See Lesson 18.) It seeks to help retailers and 
consumers to understand each other's problems, and tries to improve 
dealings between them. 

Government agencies also provide a good deal of consumer informa¬ 
tion. The activities of state and local governments vary considerably. 
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An example is the work of New York City s Division of Consumers' 
Ser\’ice and Research, a branch of the Department of Markets, which 
carries on the following activities: radio broadcasts to housewives over 
the city station, giving up-to-the-minute news on the selection, prepa¬ 
ration and care of food, and facts about the supply and price of foods 
in the local markets; free cooking classes; publication of moderate-cost 
menus; publication of free booklets on the preparation of foods. The 
extension divisions of state colleges are a rich source of information on 
nutrition, homemaking, and other consumer j)roblems. 

The federal government participates in consumer education mainly 
through various branches of the Department of Agriculture. It deals 
mainly with fanners and rural people through Home Demonstration 
Clubs and radio programs, but many of its pamphlets are useful for 
city people as well. Examples of these are “Stain Removal from Fab¬ 
rics,” “Guides for Buying Sheets, Blankets, Bath Towels,” and “Cheese 
in Your Meals.” 

Testing Services 

Among the consumer testing organizations are Consumers Research 
(located at Washington, N.J.), Consumers Union (38 East First Street, 
New York 3, N.Y.), and Intermountain Consumers Service (Denver 5, 
Colorado), These organizations are owned by the consumers them¬ 
selves, that is, by all persons choosing to become members at the sub¬ 
scription rate of a few dollars a year. 

Let us examine one of the reports of a consumer testing organization. 
It contains articles about cameras, ball-point pens, fountain pens, elec¬ 
tric shavers, dentifrices, and records. Each study has three parts: (1) it 
describes the standards set up for judging and comparing the different 
brands of the product, (2) it describes the testing methods used in ana¬ 
lyzing the product, and (3) it rates the various brands in order of qual¬ 
ity and cost per unit. The article on dentifrices, for example, rates 108 
different brands of tooth paste, powders, and liquids. 

These organizations labor under several serious handicaps. They 
have a small membership, they carry no advertising, and therefore their 
funds are limited. This limits the amount of testing they can do. 

Governments provide testing services to a limited degree. The fed¬ 
eral government has a Bureau of Standards which tests products bought 
by the government for use in its offices, in its hospitals, in the Army and 
Navy, and in other agencies. But as far as the general public is con¬ 
cerned, only the specifications or standards set up by the Bureau are 
available; the names of the brands that succeed or fail in meeting these 
standards are not divulged. 
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What Can Be Done? 

The handicaps that stand in the way of improved consumer educa¬ 
tion are difficult to overcome. The consumer is generally not even aware 
of his ignorance. Furthermore, it takes time and energy to study; and 
most adults, particularly housewives, have little time and energy left 
after a day’s work. When the consumer does make an attempt to get at 
the facts, he is often confronted with conflicting statements; reliability 
of the source is difficult for the individual to determine. Government 
agencies are likely to be reliable, but the extent of the information 
available from government sources is limited. 

During the recent war some of the possibilities of consumer educa¬ 
tion were realized. The federal government, working in cooperation 
with many other agencies, reached down into the neighborhood com¬ 
munities to organize and infonn the consumer. Under this stimulus, 
volunteer groups were organized to help enforce price control, to learn 
the elements of nutrition, to run “swap shops” for clothing and house¬ 
hold articles, and in many other ways to improve consumer and na¬ 
tional welfare through mutual assistance. These wartime experiences 
gave consumer organizations a basis for believing that a sustained 
peacetime program of consumer education could improve our stand¬ 
ards of living. 


Exercises and Activities 
I Dictionary of Economic Terms 

Better Business Bureau consumer movement 

II Questions and Problems 

1) Using the following topic headings, make a complete outline of Les¬ 
son 17 by adding subtopics: 

A. The Consumer Movement 

B. Consumer Education in Schools 

C. General Information for Consumers 

D. Testing Services 

E. Further Measures for Consumer Education 

2) In 1912, Wesley C. Mitchell wrote an essay entitled, “The Backward 
Art of Spending Money.” Explain the possible significance of the 
title. 

3) How has the course of study you have been following in your school 
contributed to your education as a consumer? Explain. 

4) “Teaching people to read is the most important measure for making 
them intelligent consumers.” Explain and illustrate this statement. 
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5) (a) Explain the purposes and services of consumers’ testing agen¬ 
cies. (b) What are their advantages and limitations for the con- 
smner and the community as a whole? 

6) Explain how each of the following assists in your education as a con¬ 
sumer: (a) your local government, (b) your state government, (c) 
the federal government. 

7) Explain specifically how you could secure information on (a) the 
best value in television sets, (b) how to prepare a budget, (c) 
the best grade of a canned product. 

8) Explain two diflBculties in the way of improving consumer education. 
Ill TfflNGs To Do 

1) Report to the class on the types of consumer literature made availa¬ 
ble by the Department of Agriculture. 

2) Organize a debate or panel discussion on one of the following 
topics: (a) Should the federal government do the work now done 
by consumers’ testing agencies? (b) Should all high schools give a 
course on the nature of consumers’ goods? 

3) With your classmates, plan a short dramatic sketch illustrating one 
of the ideas you have received from this lesson. 

4) Read (a) '^Consumer Problems” in the Building America Series, 
(Grolier Society, New York); (b) Using Dollars and Sense by Oliver 
R. Floyd and Lucien B. Kinney (Newson); (c) Consumer Goods by 
Edward Reich and C. J. Siegler (American Book Co.); (d) Know 
Your Merchandise, by Wingate, Gillespie and Addison (Harper, 
1944). The last two references give consumers information regarding 
specific types of goods. 

5) Consult the references on page 104 for additional reading. 

6) By consulting your school and public libraries, or by writing to the 
oflBces of the organizations involved, secure information on the work 
of any of the private agencies mentioned in this lesson. Write a re¬ 
port on this topic. 


LESSON 



STANDARDS AND LABELS 


The Present Confusion 

In 1904 fire swept the city of Baltimore. Fire hose were rushed by 
rail from Washington, Philadelphia, and New York to help fight the 
conflagration. Most of the hose could not be used, however, because 
they did not fit the Baltimore hydrants. 

Even today there are numerous situations in which the confusion of 
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the consumer is similar, though he has become so accustomed to them 
that he hardly notices them. A man may wear size 7 shoes and size 10 
socks. A bushel of potatoes, by the laws of the various states, weighs 60 
pounds in one state, 56 pounds in 5 states, 55 pounds in 5 states, 54 
pounds in 10 states, 50 pounds in 14 states, and 46 pounds in 1 state. 

Even worse is the chaotic situation in the measurement and descrip¬ 
tion of quality. On most articles, producers are not required to indicate 
the quality of their merchandise. If they do give some description, each 
producer is free to use whatever terms he pleases. Such terms as 
"fancy” and "choice” have diflFerent meanings from one producer to 
another. 

It is very difficult for a consumer to judge quality. When he buys 
canned foods, he has no definite knowledge about the quality of the in¬ 
gredients which have been used. Nor can he tell much about the wear¬ 
ing qualities of materials, such as durabilitv, shrinkage, or fastness of 
colors. Without some standardized measurement of these qualities, the 
consumer finds himself buying largely by guesswork. 

A uniform, generally accepted method of measuring or describing a 
product or any of its characteristics (weight, length, strength, quality, 
etc.) would make it easier for the consumer to buy intelligently. If uni¬ 
form measures of quality were used, the consumer could compare the 
values of diflFerent brands and could choose products according to the 
specific purpose he had in mind. If he wanted to be economical, he 
might choose an inferior product, if he could get it at a lower price. If 
he were interested in quality, he might be willing to pay more, if he 
could be sure that he was getting better quality. Price and quality 
would be more definitely correlated. 

The Meaning of Standards and Standardization 

The men who planned our government in 1787 wrote into the consti¬ 
tution: "Congress shall have the power ... to ... fix the standard 
of weights and measures” (Art. 1, Sec. 8). However, Congress has not 
taken full advantage of this power; nor are the states required to follow 
these national standards when they are set. 

A standard is a unit or device which, by law or general usage, has 
been established as the measure of the quantity, quality, performance, 
or value of things. The National Bureau of Standards has legally de¬ 
fined the length of an inch; in Washington there is a hermetically sealed 
case containing a bar which is a standard inch in length. Using this 
standard, we all get identical results when measuring length. In school, 
general usage makes 100 the mark for perfect performance, and 60 or 
65 may be used as the standard for measuring passing and failing. 
Standardization, then, means the setting of standards (or measures) by 
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which the quantity, quality, performance, or value of things may be 
judged. 

The setting of standards of quality is of course much more difficult 
than the setting of standards of length and weight. Some qualities—for 
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Here are 52 can sizes of an estimated 150 that appear on shelves of food 
stores where consumers shop. Compare this with the photograph opposite. 

example, the beauty of a hat—cannot be standardized at all; these are 
matters of personal taste. However, through scientific processes, the 
qualities of foods, textiles, drugs, and a number of other products have 
been standardized to a high degree. In the laboratory the fat-content of 
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milk, for example, has been analyzed, and scores have been set up for 
judging the quality of milk. 

Grading means measuring, or comparing, the goods with the stand¬ 
ard, and separating or classifying the goods into groups of uniform 
quality. Then each group, or grade, can be given a symbol or name, so 
that it can be easily identified. For example, canned fruits and vegeta¬ 
bles are sometimes graded as A (Fancy), B (Extra Standard), C 
(Standard), and D (Substandard). 
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These two shelves hold ten cans in easily distinguishable sizes. This is an 
example of what simplification of can sizes can do to make buying easier. 

The standards used for the grades may be determined by the pro¬ 
ducer himself, by a private standards agency, or by a government 
agency. These grades are determined by a system of specifications and 
scoring based on laboratory tests. Here is an example: 


Point Score Chart for Grades of Canned Peas 


Grade 

Clearness 
of Liquor 

Uniformity 
of Color 

Absence of 
Defects 

Maturity 

Total Point ] 
Score 

Grade A 
Fancy 

17-20 

14-15 

23-25 

36-40 

90-100 

Grade B 

Extra Stand¬ 
ard or Choice 

14-16 

1 

11-13 

20-22 

30-35 

75-89 

Grade C 
Standard 

10-13 

8-10 1 

17-19 

25-29 

60-74 

Grade D 
Substandard 

0-9 

0-7 

0-16 

0-24 

0-59 
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GRADES OF CANNED PEAS 

U.S. Grade A or U.S. Fancy canned peas are peas surrounded by prac¬ 
tically clear liquor; possess a practically uniform typical color; are practically 
free from breaks and other defects; are very tender; possess a normal flavor; 
and score not less than 90 points when scored according to the scoring system 
outlined above. 

U.S, Grade B or U.S. Extra Standard canned peas are peas surrounded by 
reasonably clear liquor; possess a reasonably uniform typical color; are rea¬ 
sonably free from defects; are reasonably tender; possess a normal flavor; and 
score not less than 75 points when scored according to the scoring system out¬ 
lined above. 

U.S. Grade C or U.S. Standard canned peas are peas surrounded by liquor 
which may be cloudy; possess a typical color which may be variable; are 
fairly free from defects; may be starchy; possess a normal flavor; and score 
not less than 60 points when scored according to the scoring system outlined 
above. 

Grade D canned peas are peas which fail to meet the requirements of U.S. 
Grade C or U.S. Standard. Canned peas which fall below the Standard of 
Quality promulgated under the Federal Food, Drug, and Cosmetics Act shall 
be certified with the additional statement, “Below Standard in Quality,” to¬ 
gether with the reason for so certifying. 

Informative Labeling 

In order to simplify this problem of standardized information, at¬ 
tempts have been made in recent years to provide informative labels, 
that is, labels which give the shopper facts about the goods. These are 
used in three main forms: (1) certification labels, (2) standardized de¬ 
scriptive labels, and (3) grade labels. 

A certification label guarantees that the product complies with cer¬ 
tain recognized requirements and tests, without necessarily stating 
those standards on the label. The problem for the consumer is to learn 
which certifications are based upon high standards. Among the better- 
known, reliable certifications are the following: The “UL” (Under¬ 
writers Laboratories) label on electrical appliances, the “ASA” (Amer¬ 
ican Standards Association) label on gas appliances, and the “USP” 
(United States Pharmacopoeia) or “NF” (National Formulary) label 
on drug products. 

A more limited type of certification is provided by some commercial 
organizations. A few retail concerns like R. H. Macy & Co., in New 
York City, maintain research departments that test products in which 
they deal. They occasionally pass on to the consumer some of the re¬ 
sults of these tests, through certifications in their advertising. 

Some magazines test the products that are advertised in their pages. 
For example, Good Housekeeping assures its readers, “Each product 
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and service advertised in this issue is guaranteed to this extent: If not 
as advertised herein, it will, upon request and verification of your com¬ 
plaint, be replaced or your money refunded.” 

Some professional associations, such as the American Medical Asso¬ 
ciation (AMA) and the American Dental Association (ADA), give 
their “seals of acceptance” to products. 

A standardized descriptive label is a standardized point-by-point 
listing of major characteristics of the product. The informative label 
sponsored by the National Consumer-Retailer Council answers these 
questions: (1) What is the product made of? (2) How is it made? 
(3) How will it perform? (4) How should it be used? (5) How should 
it be cared for? (6) What is the name and address of the manufac¬ 
turer and distributor? 

In buying a blanket, for example, the consumer would learn from 
such a label whether the blanket was all-wool or partly-woolen-partly- 
cotton, and of what material the binding was made. The label would 
tell also the width and the length, and the weight in ounces per square 
yard, and would describe the performance by stating the breaking 
point and by giving information about color-fastness and shrinkage. 
The label would also give directions for washing and storing the 
blanket. 

Some manufacturers are voluntarily supplying such information on 
tags or labels attached to their products. Information about the mate¬ 
rials used in most types of woolen products is now required by law. 

Many people feel, however, that descriptive labeling is not enough, 
because consumers may not be able to interpret the information given 
on the labels or tags, and because it does not enable consumers to com¬ 
pare accurately the values of difiFerent brands. They believe that de¬ 
scriptive labeling should be combined with actual grading of the prod¬ 
ucts. 

A grade label is a symbol, on the product or its container, which 
summarizes the approximate quality of the product and shows where 
the product ranks in an established scale. The grade may be expressed 
by letters (A,B,C), by terms (Fancy, Choice, Standard), by numbers 
(1, 2, 3), or by a score (100, meaning “perfect”). The grades must be 
widely known and understood if they are to be valuable to consumers. 
We have already seen how these grades are determined (see page 135). 

Compulsory and Voluntary Grade Labeling 

Although the grading of food is in most cases not compulsory, the 
federal government has done much to encourage it. The Meat Inspec¬ 
tion Act of 1906 merely requires that meats be inspected for whole¬ 
someness, to prevent the sale of meat from diseased animals. Some 
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packers, however, voluntarily have their meats graded by the Agricul¬ 
tural Marketing Service (AMS) of the Department of Agriculture and 
stamped as “Prime,’" “Choice,” “Good,” “Commercial,” and “Utility.” 
The AMS has also established grades for butter, poultry, eggs, and 
canned fruits and vegetables, which are used by some producers. A 
producer who uses the government grades and permits go\'ernment in¬ 
spectors to watch the canning process continuously, is allowed to print 
upon the label a special shield of the AMS. 

p-' 1 


^SUCH ADDITIONAL 
DESCRIPTIVE 
INFORMATION AS MAY 
BE APPROPRIATE 
FOR THE PRODUCT, 
SUCH AS SIEVE SIZE 
IN THE CASE OF 
PEAS." 



ConsunuTs’ Guide 

The Bureau of Agricultural Economics, o division of the United States De¬ 
partment of Agriculture, nominates this os on ideal con label. 

In 1931, the federal government passed the MacNary-Mapes Act, 
which provides for some compulsory labeling. The Secretary of Agricul¬ 
ture is allowed to establish minimum standards of quality for canned 
fruits and vegetables; once the minimum standard has been established 
for a particular fruit or vegetable, goods below that minimum must be 
labeled “substandard.” Limited funds have slowed down the work of 
establishing and enforcing such grades. 

In addition, state governments provide for the compulsory grading 
of some products sold within the state boundaries. A number of states 
require the grading of dairy products, eggs, and fresh fruits and vege¬ 
tables. These grades vary greatly from one state to another. To add to 
the confusion, every state has its own set of terms. Grade A eggs, for 
example, are first-grade eggs in five states, second-grade eggs in three 
other states, and fourth-grade eggs in one state. 

Since the 1930’s, consumer organizations have been urging the adop¬ 
tion of laws which would require grade-labeling of products, especially 
canned foods, for these reasons: (1) Consumers would like to buy on 
the basis of knowledge rather than guesswork. (2) Grade labeling en- 
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ables consumers to insist on lower prices for lower quality. (3) Large 
business firms, government agencies, and large private institutions buy 
goods on the basis of quality specifications, rather than by brands, and 
therefore get maximum value per dollar, but the ordinary consumer has 
to rely on the limited knowledge that he can acquire in the ordinary 
shopping process. 

The campaigners for grade labeling point to Canada, where com- 
pulsoiy grade labeling has been in effect since the early 1930’s. Con¬ 
trary to the argument of its opponents, the grading system has not 
eliminated brand names and advertising; at the same time producers 
are protected against unfair competition from producers of inferior 
merchandise. Many American firms sell their packaged goods in Can¬ 
ada, although their shipments to Canada must be graded. In the opin¬ 
ion of these people, grade labeling benefits both consumers and busi¬ 
nessmen alike. Among the staunchest advocates of grade labeling are a 
number of large business firms, many of them working in cooperation 
with the National Consumer-Retailer Council. 

The opponents of grade labeling say grade labeling shows lack of 
faith in the intelligence of the American housewife. In their opinion, 
the average housewife has proved herself an expert in getting her 
money’s worth and needs no such help as grade labeling. Brand names 
help her to distinguish better products from inferior ones. Grade label¬ 
ing would regiment products, reducing them all to the lowest score 
within any grade, and would destroy the incentive to produce better 
products. Such regimentation, it is claimed, would be a blow to free 
enterprise. 


Exercises and Activities 
I Dictionary of Economic Terms 

certification label informative label standardized descrip- 
grade label standard tive label 

grading standardization 

II Questions and Problems 

1) (a) In what ways has the lack of standards for consumers’ goods 
created problems? (Consult Lesson 13 for further material.) (b) 
Why might consumers object to increased standardization? 

2) (a) How are our methods of production based on standardization? 
(b) How could standardization be applied in consumer buying? 

3) “There is as much justification for compulsory grade labeling as 
there is for enforcing uniform weights and measures.” Give your 
opinion of this statement, with your reasons. 
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4) Show how standardization or grade labeling may affect you with re¬ 
gard to (a) health or safety, (b) convenience, (c) economizing, 
(d) freedom of choice. 

5) “With consumers growing more price- and quality-conscious the 
heyday of national brands is threatened,” wrote a financial colum¬ 
nist. (a) To what extent is this a sound prophecy? (b) Would you 
consider it desirable to minimize brand names and replace them by 
grade labels? Why or why not? 

6) Compare in column form the value of each of the following forms of 
consumer information: (a) reports or certificates of approval by mag¬ 
azines, (b) reports by consumer-owned testing agencies, (c) in¬ 
formative labeling by manufacturers, (d) grade labels based on gov¬ 
ernment standards. 

Ill TfflNGs To Do 

1) Write to National Consumer-Retailer Council (8 W. 40 St., New 
York, N.Y.), and to the U.S. Inspected Foods Educational Service 
(745 Fifth Ave., New York, N.Y.), for their literature. Write a re¬ 
port about the activities of these organizations. 

2) Write to the National Canners Association (Washington, D.C.) for 
their literature. How do their recommendations differ from those of 
the two organizations mentioned in the previous question? 

3) Bring to class a variety of labels, (a) Compare them as to their use¬ 
fulness to the consumer, and (b) classify them, using the types de¬ 
fined in this lesson. 

4) Debate the question: “Resolved that Congress should pass a law for 
compulsory grade labeling of canned foods.” 

5) Read the following pamphlets: (a) Read Your Labek (Public Af¬ 
fairs Pamphlet No. 51). (b) Using Standards and Labels (Consumer 
Education Series No. 6, National Association of Secondary School 
Principals, 1945). 


LESSON 



CHECKING HARMFUL 
PRACTICES 


Let the Buyer Beware! 

For many centuries our law upheld the principle that when a person 
bought an article, he did so at his own risk. If he bought a pair of shoes 
that proved to be made of paper, or a “cure-all” that cured nothing, it 
was his loss. It was his responsibility to know what he was buying be¬ 
fore he bought it. The law said, “Caveat emptor,” a Latin phrase mean¬ 
ing “Let the buyer beware!” 
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In our modern economic system, in which the consumer has to buy a 
countless number of articles and services, such a rule would place the 
consumer at the mercy of the businessman. There are numerous situa¬ 
tions in which a proper regard for the health, safety, and general wel- 
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A weights and measures official of a local government checks a butcher's 
scales. Note the standard weights being used. Incorrect scales may be con¬ 
fiscated, and fines imposed on the merchant. 

fare of the community requires that the government step in and say to 
the businessman, “This you may not do.” And so our governments have 
gradually modified the ancient rule of “caveat emptor.” A whole series 
of laws have been written by the federal, state, and local governments 
to protect the consumer against dangerous and harmful products, and 
against frauds, misrepresentations, and deceptions of assorted varieties. 
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State and Local Legislation 

Health departments assure us of pure milk by inspecting the cows, 
regulating the sanitary conditions on the farms, and supervising the 
pasteurizing and bottling of milk. Food stores and restaurants are 
strictly regulated by health and market departments as to space, stor¬ 
age, ventilation, cleanliness, refrigeration, washing facilities, and the 
health and clothing of employees. Some states have established stand¬ 
ards of quality for foods and other products which spoil easily; such as, 
meats, eggs, fresh fruits and vegetables, seeds, fertilizers, preserves, 
and salad dressings. Perhaps the most widespread fonn of consumer 
protection is the inspection of scales in order to prevent short-weight 
practices. 

How Federal Regulation Began 

Until the twentieth century, protecting the consumer was left almost 
entirely to the state and local governments. In 1906, however, the na¬ 
tion was shocked when Upton Sinclair, in his book The Jungle, exposed 
the filthy conditions which existed in the meat-packing plants of those 
days. Largely as a result of this exposure. Congress passed the Meat 
Inspection Act, requiring that all meat shipped in interstate commerce 
must be inspected and tagged by the inspectors of the Department of 
Agriculture, to prevent the sale of meat from diseased animals. This 
inspection and tagging, or stamping, of meat, guarantees only its purity, 
and should not be confused with “grading'" of meat for quality, which 
was discussed in the previous lesson. The law was a great victory for 
American consumers, and it led eventually to the construction of mod¬ 
ernized, sanitary meat-packing plants. 

The same year, the basic Pure Food and Drug Act was passed, cli¬ 
maxing a movement led by Dr. Harvey Wiley. This law forbade mis¬ 
branding or adulteration of foods and drugs shipped in interstate com¬ 
merce. 

The term adulteration is applied in the following cases: 

1. The product contains poisonous or injurious ingredients, or preserva¬ 
tives which are not mentioned on the label or package. 

2. Inferior ingredients have been used, so that the product is below the 
strength or quality set by official standards. 

3. The product is partly or wholly decomposed (rotten). 

4. The product has been colored or powdered to hide spoiling or to ap¬ 
pear better than it really is. 

In all these cases the product contains some inferior, harmful, or un¬ 
desirable substance. 

The term misbranding is applied in the following cases: 
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1. The ingredients, or the weight or measure of the contents, are not 
clearly stated on the label or package. 

2. The package has been labeled or branded (named) to deceive the 
purchaser—a well-known brand has been imitated, or false claims made that 
the product has been imported from a foreign country. 

3. False or misleading statements about the quality or use of the product 
are made on the label or package. 

4. The contents of the package have been partly or wholly removed and 
other products substituted, without any indication on the label or package 
that such a change has been made. 

In all these cases it is the label or package that misrepresents the prod¬ 
uct. Misrepresentation through advertising is not included as a form 
of misbranding. 

Consumer Legislation of the 1930 s 

The basic pure-food and drug law, though very important, had a 
number of weaknesses. By the 1930 s the need for better protection of 
the consumer was apparent. During the boom of the 1920’s, the Ameri¬ 
can people had been flooded with thousands of new patent medicines, 
cosmetics, and canned foods. Newspaper, magazine, and radio advertis¬ 
ing had been developed to publicize these products. It became harder 
and harder for the consumer to know what he was really buying and 
how much it was worth. Because of the opposition of manufacturers, 
newspapers, and advertising agencies, however, it took a half-dozen 
years to get the reform legislation through Congress. Finally, three 
important laws were passed: the Food, Drug, and Cosmetics Act of 
1938 (amending the Pure Food and Drug Act of 1906), the Wheeler- 
Lea Act of 1938 (amending the Federal Trade Commission Act of 
1914), and the Wool Products Labeling Act of 1939. 

The Food, Drug, and Cosmetics Act made a number of improve¬ 
ments in the old law, among which are the following major items: 

1. Cosmetics, except soaps, now come under regulations similar to those 
for foods and drugs. 

2. The government no longer has to prove the producer’s deliberate 
intent to deceive the public, as it previously had to do. Misbranding or 
adulteration is in itself sufficient cause for punishment. 

3. The sale of drugs or cosmetics which are dangerous when used accord¬ 
ing to the directions given on the label or package is prohibited. 

4. New drugs may be sold only after they have been approved by the Fed¬ 
eral Security Administrator. 

5. Labels on packages of drugs must be written in easily understood 
English and must warn the buyer if the drug is habit-forming or likely to 
deteriorate. 

6. The Food and Drug Administration is given the power to establish 
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standards of identity and quality for many foods; the chief exceptions are 
fresh and dried fruits and vegetables. A standard of identity is a list of the 
characteristics which a product must have in order to be called by a par¬ 
ticular name, for example, the name “aspirin” or “jelly.” A standard of qual¬ 
ity refers to the establishment of grades for the product. 

7. The government has the right to inspect establishments producing 
foods, drugs, and cosmetics for interstate commerce. 

8. The use of deceptive containers is prohibited. The term “deceptive 
containers,” or “deceptiv^e packaging,” refers to the use of containers which 
give a false impression of the amount they contain, because of false bottoms, 
extra-thick sides, or slack filling. 

9. Several types of penalties are provided. The adulterated or misbranded 
goods may be confiscated by the government. Fines up to $10,000 may be 
imposed, or imprisonment up to three years. The Food and Drug Admin¬ 
istration may apply to the court for an injunction (restraining order) to pro¬ 
hibit a business firm from carrying on any activities in violation of the Act.^ 

Since 1914 the Federal Trade Commission (FTC) had tried to curb 
false advertising under the laws regarding unfair trade practices. The 
Commission could not act directly to protect the consumer, but rather 
could act to protect businessmen against dishonest competition. The 
Wheeler-Lea Act of 1938 gave the Commission the responsibility of 
protecting the consumer against false advertising of foods, drugs, and 
cosmetics. The term “false advertising” is defined to include not only 
the making of false statements, but also the omission of important facts 
about the product. Fines up to $10,000 and imprisonment are provided 
as penalties. 

The Wool Products Labeling Act requires that for any product con¬ 
taining more than 5% wool, except carpets, rugs, mats, or upholsteries, 
the following information must be given in simple language, clearly 
printed: (1) the percentages of new (virgin) wool, of reprocessed (re¬ 
woven without having been worn) wool, of reused (worn or used) 
wool, of non-wool fibers (rayon, cotton, etc.), and of weighting or fill¬ 
ing material; and (2) the name of the manufacturer and/or seller. 

The Effectiveness of Consumer Legislation 

The importance of these laws is well illustrated by the news releases 
of the Federal Trade Commission and the “Notices of Judgment” of the 
Food and Drug Administration. Typical cases handled by the FTC have 
dealt with the following: 

Medicinal tablets advertised as a cure for hardening of the arteries, neu¬ 
ralgia, kidney stones, and acidosis 

^ Twelve states have similar laws regulating intrastate trade in foods, drugs, and 
cosmetics. These states are Connecticut, Florida, Indiana, Louisiana, Missouri, 
Nevada, New Jersey, New York, North Carolina, Tennessee, Virginia, and Wash¬ 
ington. The other states have less far-reaching food and drug laws. 
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Rayon sold as silk, synthetic pearls as genuine pearls, and leatherette as 
leather 

Eye drops advertised as a cure for all diseases of the eye 
A hat made of used materials sold as new 

A wholesaler advertising himself as a manufacturer, and a retailer pretend¬ 
ing to sell at “wholesale” prices 

A “waterproof” paste for walls and floors, and a hair tonic that would 
“grow” hair, and cosmetics that would keep the complexion young 
Domestic products advertised as “English” 

A correspondence school which “guarantees” civil-service jobs to its 
graduates 

The following are examples of products involved in cases handled 
by the Food and Drug Administration: 

Hair dyes containing poisonous ingredients 

A medicine containing a habit-forming drug, with no warning on the label 
Tomato juice which failed to meet the standards of identity and quality 
Ice cream cones, flour, candy, and butter—adulterated, contained de¬ 
composed substances 

Fresh apples which were adulterated with an excessive amount of lead 
Sugar-cane syrup which contained no sugar and whose label did not reveal 
that the syrup contained artificial coloring 
Coffee misbranded, since the package contained less than the “1 lb.” 
printed on the label 

Grapefruit juice labeled “Grade A” when it was not Grade A 
Bandage-roll packaged in excessively large package, giving a false im¬ 
pression of quantity 

Radioactive water, dangerous to use under any circumstances 

A great deal of protection is being given to the consumer. Many peo¬ 
ple who have studied the situation feel, however, that the efforts of the 
government agencies fall far short of the need. There are several rea¬ 
sons for the limited effectiveness of our present consumer laws. 

First, the federal laws do not cover the large amount of business in 
food and drug products which is local, rather than interstate. In some 
states there is fairly strict regulation; in the majority of states, however, 
the activities for the protection of the consumer are inadequate. Second, 
there are still many loopholes in the laws. Third, neither the federal 
nor the state agencies established for the protection of the consumer 
have had suflBcient funds to do all the work needed. Fourth, the pro¬ 
cedures of enforcement are very slow. It takes many months, sometimes 
several years, for a case to be completed. Fifth, the penalties are light. 
Usually they involve merely the confiscation of the defective goods, or 
a fine of a few hundred dollars, or, in the case of false advertising, a 
cease-and-desist (stop) order. Finally, the enforcement of the laws is 
scattered among numerous agencies. This makes a strong, unified en¬ 
forcement policy diflGcult. 
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The complaint has been made that the public is not sufficiently 
aroused about the work of the consumer agencies of the government 
and that some businessmen can violate the laws with little fear of 
complaint by consumers. Apparently the people of this country are not 
"consumer-conscious.” 

It has been proposed that a Department for Consumers be set up in 
the federal government. This would parallel the Departments of Com¬ 
merce, Labor, and Agriculture. Its first step would be to bring together 
in one agency much of the work done now for the consumer in a num¬ 
ber of scattered governmental agencies, so that their work would be 
coordinated and the consumer would know exactly where to turn for 
aid and information. Among the specific services that have been sug¬ 
gested for such a department are the following: 

1. To speak for the consumer in regard to pending legislation 

2. To engage in research, making available statistics and other forms of 
consumer information 

3. To issue periodicals and special bulletins and to conduct radio programs 
for consumers 

4. To have an adequate inspection service for checking on the production 
and sale of consumer goods 

5. To test and rate products on a nation-wide scale, in the manner now 
done by the consumer-owned rating services and by one state 

Similar improvements have been urged in the services rendered by 
the state and local governments. Businessmen have objected to such 
sweeping consumer legislation as dangerous to our system of free 
enterprise. In their opinion, the consumer is best protected by the self¬ 
regulation of business practices and competition among businessmen. 


Exercises and Activities 

I Dictionary of Economic Terms 

adulteration false advertising standard of identity 

caveat emptor misbranding standard of quality 

deceptive packaging 

II Questions and Problems 

1) (a) Explain what is meant by "caveat emptor.” (b) What would be 
the meaning of "caveat venditor”? (c) To what extent is either of 
these two sayings a good principle to follow? 

2) (a) Explain the conditions which led to federal legislation to assist 
consumers, (b) Why was consumer legislation less necessary 100 
years ago? 

3) State the important provisions of each of the following: (a) Meat 
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Inspection Act, (b) Pure Food and Drug Act of 1906, (c) Food, 
Drug, and Cosmetic Act of 1938, (d) Wheeler-Lea Amendment to 
the Federal Trade Commission Act. 

4) Explain how local and state governments assist consumers. 

5) (a) List five services now performed by the federal government for 
consumers which might become the responsibilities of a “Depart¬ 
ment of the Consumer.” (b) State the possible advantages and dis¬ 
advantages of such a federal department. 

6) Choose three of the weaknesses of the original Pure Food and Drug 
Act and show the extent to which these weaknesses were overcome 
by the revised act. 

7) Write an editorial, or a letter supposedly to a newspaper editor, ex¬ 
pressing your approval or disapproval of one of the following: (a) a 
federal department of the consumer, (b) increased appropriations 
for the administration of federal food, drug, and cosmetic laws, (c) 
expanding the federal label laws to apply to clothing and household 
appliances. 

8) The Federal Trade Commission was formed originally to prevent un¬ 
fair competition among businessmen, (a) How may unfair meth¬ 
ods of competing with a rival business cause unfairness to consum¬ 
ers? (b) How has the FTC become an agency for the protection of 
consumers as well as of businessmen? 

Ill Things To Do 

1) Report to the class on the provisions of local laws pertaining to con¬ 
sumer protection. (For example, an interview with a restaurant or 
barber-shop proprietor may be a source of information.) 

2) Examine a Federal Trade Commission news release, and “Notices of 
Judgment” published by the Food and Drug Administration. Report 
to the class on your findings. 

3) Report on the life and accomplishments of Harvey Wiley. 

4) Report, using history books as reference, on the work of the “muck- 
rakers.” How^ did they contribute to the passage of consumer legis¬ 
lation? 

5) Read The Jungle by Upton Sinclair (Vanguard). 


LESSON 



CONSUMERS* COOPERATIVES 


Junior Cooperatives 

“At Centerville, Minnesota, a group of students, dissatisfied with the 
quality of notebooks they were buying, asked the teacher if they could 
have a store of their own. A thorough study was made. A store was in- 
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corporated; shares were sold. One boy was selected as manager. Shelves 
were built and decorated. Stock consisted of tablets, pencils, erasers, 
notepaper, cough drops, paper towels, and soap.” 

This quotation describes the Centerville school store, one of the many 
cooperative projects reported in A Handbook for Junior Cooperatives, 
published by The Cooperative League of the U.S.A. When the students 
of Centerville decided to organize their store on a cooperative basis, 
they followed a plan that differed in some fundamental respects from 
ordinary business. 

Like any other business firm, they had to obtain money for equip¬ 
ment and stocks of supplies. This they did by selling shares to any 
student who wished to become a member of the enterprise, and not 
merely to a select group of investors, as would be the case in the ordi¬ 
nary small business. Open membership was the goal. In order to en¬ 
courage widespread membership, shares were priced very low. The 
investors received interest on their investment, but at a low rate. The 
reason for this is that a cooperative is run primarily for the benefit of 
the consumer and not as a means of making profits for the owner or 
investor. 

This consumer-domination appears most clearly in the way the earn¬ 
ings or savings of the business are shared. In the ordinary type of 
business, profits are divided, in the form of dividends, among the in¬ 
vestors in proportion to the number of shares they own. In the coop¬ 
erative, profits are divided among the members in proportion to their 
respective purchases, in the form of patronage dividends. A Centerville 
student who during the year bought $10 worth of supplies would get 
ten times as large a dividend as another student who bought only $1 
worth. These returns to the member-customers are considered savings 
rather than profits as in the usual type of business. 

The Centerville school store, like any other business, had to be man¬ 
aged. The students selected one of their group as manager. They might 
have hired outside help instead of, or in addition to, this member- 
manager. Over and above hired managers, clerks, and other employees, 
were the consumer-members themselves. At their regular meetings they 
decided major matters of policy, such as whether to engage paid help, 
and whether to distribute the savings among the consumer-shareholders 
or to reinvest all or some of it in the business. In making these decisions, 
each member had one vote, no matter how many shares he owned. This 
method of voting is in contrast with the method of voting in a corpora¬ 
tion, in which each stockholder is entitled to one vote for each share 
that he owns. Equality of voting prevents wealthy investors from tak¬ 
ing over control of the organization. 
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The Story of Toad Lane 

The ideas and policies of the consumers* cooperative had a long his¬ 
tory before they were taken over by the Centerville school store. The 
cooperative method had been tried many times and in many variations, 
but it was not until the year 1844 that a successful formula was hit 
upon. “In 1844, Toad Lane in the city of Rochdale, England, was just 
about as unappetizing as its name. It was dark, grimy and lined with 
warehouses. But from this black soil was to spring a plan that has since 
flowered all around the world. 

The workers in Rochdale were miserably poor. Unable to improve 
their sad condition through wage increases, a few of them decided to 
make ends meet by lowering the cost of living. This was to be done by 
eliminating as far as possible the profit going to the middlemen (see p. 
160) on goods bought for consumption. These consumers of Toad Lane 
were to become their own grocers and shopkeepers, and after a while, 
they dreamed, they would be their own clothing manufacturers and 
shipowners and bankers. 

So in the winter of 1844, twenty-eight of these workers scraped to¬ 
gether a few dollars apiece, rented a little store, and stocked it up with 
a small supply of flour, butter, sugar, and oatmeal. From then on, when 
they bought any of these goods they were buying from themselves, and 
the savings, if any, were theirs. The little store in Toad Lane prospered, 
and when it celebrated its 100th anniversary in 1944, it was in the big- 
business class. By that time it had become the model for similar enter¬ 
prises throughout the world. And the city of Rochdale had given its 
name to the world-wide Consumers' Cooperative Movement. 

The Rochdale Society of Equitable Pioneers, as it was appropriately 
called, worked out the set of rules that we saw in operation at Center¬ 
ville, and that operate in innumerable Centervilles all over the world. 
Here are the Rochdale principles: 

1. Open membership. Anyone may join. Shares are usually low priced, 
about five dollars on the average, in order to encourage widespread member¬ 
ship. (The typical consumers' cooperative has between 100 and 250 mem¬ 
bers. ) 

2. One person, one vote. This provides for democratic control. 

3. Savings returned to members on the basis of patronage. 

4. Limited (small) interest on shares. 

In addition to these major principles there are several secondary ones: 

5. Goods are sold for cash only. 

6. Goods are sold at current, or prevailing, market prices. 

^ Stuart Chase, The Story of Toad Lane, published as a pamphlet by The Coop¬ 
erative League, 157 West 12 Street, New York 11, N.Y. 
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7. The cooperative should spend some of its savings on constant education 
in the principles of cooperation. 

A consumers' cooperative is, in brief, a business enterprise operated 
by consumers for the purpose of securing commodities or services at 
lower cost by eliminating some of the profit of the middlemen. 

Development of Cooperatives 

The cooperative movement has spread throughout the world. The 
little Rochdale Society of 1844 has developed into the Cooperative 
Union of Great Britain with its own wholesale departments, slaughter¬ 
houses, banks, and tea plantations—to mention only a few of their many 
undertakings. Scandinavians have taken to the idea with great zeal; 
Sweden’s cooperatives have made her name synonymous with the “Mid¬ 
dle Way” between capitalism and socialism, and Finland in recent years 
did as much as 40 percent of its business through cobperatives. Coop¬ 
eratives of all nations are united through the International Cooperative 
Alliance. 

The people in the United States have been comparatively slow in 
adopting the consumers’ cooperative. There are a number of possible 
reasons for this. One is our individualism. Because the United States 
has been a relatively new country, with rich resources, we have tended 
to believe that every man should take care of himself. In contrast, a 
larger proportion of Europeans believe in the importance of group ac¬ 
tion in bringing a better life to the individual. Second, it is a little more 
diflScult to organize permanent cooperatives here because our people 
have moved from place to place relatively more often than the people 
in long-established communities of Europe. Finally, business develop¬ 
ments in this country have made consumer cooperatives a less im¬ 
mediate need. The efficiency of mass distribution through chain stores 
and mail-order houses brings savings to many communities, and the 
popularization of brand names through advertising makes it difficult 
for a cooperative to enter the field with a cooperative label. 

In recent years, however, cooperatives have had a great spurt of en¬ 
ergy in the United States. This is due, at least in part, to the aid and 
encouragement given by the government through financial assistance to 
farmers’ cooperatives and through educational campaigns. The severe 
depression after 1929 caused many people to turn to cooperatives as a 
means of saving money. 

There are now thousands of consumers’ cooperatives of various kinds, 
with membership in the millions, and sales well over a billion dollars. 
Farmers bought one-sixth of all their supplies through cooperatives. In 
the gas and oil business of the Midwest, cooperatives have flourished; 
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CONSUMER CO-OPERATIVE ASSOCIATIONS 
IN TH| U.SA 



I COMMODITY CO OPS 



3,000 STORES 
125,000 
MEMBERS 
$360,000,000 
BUSINESS 


l,S0C 

SERVICE 

STATIONS 

910,000 

MEMBER,* 

$390,000,000 

BUSINESS 


1,353 FARM 
SUFPIY 
COOPS 
710,000 
MEMBERS 
$480,000,000 
BUSINESS 


50 OTHER 
COMMOD¬ 
ITY CO OPS 
25,000 
MEMBERS 
$5,800,000 
BUSINESS 


SERVICE CO OPS 



45 MEDICAL 
CO-OPS 
500,000 
MEMBERS 
$5,750,000 
BUSINESS 


42 FUNERAL 
ASSOCIATIONS 
37.000 
MEMBERS 
$306,000 
BUSINESS 


Ii>^ 



379 CAMPUS 
CO-OPS 
33,020 
MEMBERS 
$3,460,000 
BUSINESS 


245 MISCEL- 
LANEOUS 
CO-OPS 
160,000 
MEMBERS 
$3,750,000 
BUSINESS 


SPECIALIZED 
CONSUMER CO-OPS 



795 RURAL 
ELECTRIC 
COOPS 
1,590,000 
MEMBERS 
$85,500,000 
BUSINESS 


8,882 CREDIT 
UNIONS 
2,838,000 
MEMBERS 
$210,886,000 
BUSINESS 


5,000 

TELEPHONE 

CO-OPS 

330,000 

MEMBERS 

$5,485,000 

BUSINESS 


8 INSUR¬ 
ANCE ASSO¬ 
CIATIONS 
850,000 
MEMBERS 
$33,319,000 
(PREMIUM 
INCOME! 


SOURCE OF STATISTICS 
U. S. BUREAU OF LABOR STATISTICS 
FARM CREDIT ADMINISTRATION 
THE COOPERATIVE LEAGUE OF U. S. A. 


PRODUCED BY PICTOGRAPM CORPORATION FOR 
(Ski THE COOPERATIVE LEAGUE OF THE U. S. A. 


This chart classifies and gives data regarding consumers’ cooperatives in the 
United States. The largest number of coops were credit unions; the largest 
volume of sales was made by those supplying farmers. Their total business, 
however, was a tiny proportion of totol business in the country. 


over 2000 engage in drilling, pipe-line transportation, refining, and the 
operation of service stations. There are apartment houses that are coop¬ 
eratively owned by the tenants. Credit unions are cooperative loan 
associations in which the members provide 'he funds from which they 
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can borrow, at a low rate of interest, in time of need. We also have 
cooperatives for insurance, for medical care, and for burial expenses. 
On college campuses and in high schools there are over 300 coop¬ 
eratives serving student needs for bookstores and cafeterias. 

The coops, as they are popularly called, have organized on a country¬ 
wide scale through National Cooperatives, Inc., and The Cooperative 
League, with branch offices in New York, Chicago, and Washington, 
D.C. Through their national and regional affiliations they assist one an¬ 
other financially and engage in educational activities. They produce 
some of the goods they sell. They have their own wholesale organiza- 



This IS the coop trademark. Coops also handle brands of other producers. 

tions to supply the retail coops with goods. They also protect and 
popularize the cooperative emblem and the principles for which it 
stands. 

Only enterprises authorized to carry this emblem are real consumers' 
cooperatives. They should be distinguished from marketing coopera¬ 
tives, and so-called cooperative apartments, which are not generally 
operated on Rochdale principles. (See page 430.) 

Evaluation 

The purpose of the cooperative is to help consumers lower their cost 
of living. The success of a cooperative depends partly upon whether 
local competing enterprises are charging unreasonable prices, and 
partly on its own efficiency and economical operation. A major argu¬ 
ment of the cooperatives is that, by and large, in their enterprises qual¬ 
ity is higher than elsewhere. Grade labels are used whenever possible. 
Since they sell to themselves, cooperators are not tempted to misrepre¬ 
sent quality or quantity. 

There is considerable difference of opinion within the movement 
itself as to whether cooperatives constitute a threat to the capitalistic 
system. The more conservative element says that America has room 
for many diflFerent types of business, and that the coop is one good way 
of doing business. It is particularl5^ useful as a method of combating 
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monopolies, as has been proved in Sweden and in the Midwestern 
gasoline coops. Some reformers look upon the cooperative not merely 
as a means of helping the consumer get more for his money, but as a 
new economic system that can help solve the problems of poverty and 
depression in the capitalist system. 

Finally, the idealists among cooperators, whether extremist or con¬ 
servative, claim that one of the major results of the movement is the 
strengthening of American democracy. People are given a chance to 
express themselves and to share in the management of something that 
aifects their daily lives; the ownership of business is put in the hands 
of the common man. The very idea of cooperation, they insist, is thor¬ 
oughly American, and they point to the various forms of cooperation 
which were practiced in the communities of the pioneers who built this 
country. 

Opponents of cooperatives claim that they are inefficient and waste¬ 
ful of human effort. Many a cooperative has gone out of business as an 
inevitable consequen je of inadequate capital or bad management. We 
cannot always expect consumers to prove efficient as business managers. 
In those cases where consumers work in their own coop as clerks with¬ 
out any compensation, they should realize that the real cost of doing 
business is greater than what they pay for their merchandise; it involves 
also a sacrifice of the consumers’ leisure time. 

Some people oppose the very idea of cooperatives. To some extent 
businessmen fear their competition and ask what will happen to those 
thrown out of business or employment by coops. A good deal of the 
controversy concerns the matter of taxation. Some critics claim that 
cooperatives are favored by special tax exemptions which give them an 
unfair competitive advantage. It is argued, finally, that the cooperative 
system really represents a threat to the capitalist, or free-enterprise, 
system. 

Whatever our opinion of the value of the cooperative movement, we 
must recognize it as an important device in the many attempts to solve 
the problems of the consumer. 


Exercises and Activities 

I Dictionary of Economic Terms 

consumers' cooperative patronage dividend 

credit union Rochdale principles 

II Questions and Problems 

1) In parallel columns compare a consumers' cooperative store with the 
usual type of retail store with respect to; (a) its aim, (b) how it 
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gets its capital, (c) to whom it sells, (d) how its policies are de¬ 
cided, (e) how its earnings or profits are divided. 

2) (a) Explain the possible advantages of membership in a consumers’ 
cooperative, (b) Explain why there is no gain in owning more 
than one share of a cooperative, (c) What reasons may one who is 
not a member of a consumers’ cooperative give for buying from the 
cooperative? 

3) Summarize the arguments a businessman might give against coop¬ 
eratives. 

4) Summarize the Rochdale principles. 

5) In what ways can a cooperative help its members to solve any of the 
consumer problems discussed in Lessons 13-20? 

6) What problems would have to be soKed in order to have an effi¬ 
ciently operating cooperative grocery in your community? 

7) Explain why the establishment of consumer cooperatives has been 
slower in the United States than in foreign countries. 

8) Outline the steps that would have to be taken if a cooperative store 
were to be organized by your student-government body. 

Ill Things To Do 

1) Is there a consumers’ cooperative in your community? If so, visit it 
and report to the class on your observations. 

2) Write a report on taxation of cooperatives. Material on both sides 
of the controversy may be obtained from the National Cooperatives, 
Inc., and the National Tax Equality Association, both in Chicago. 

3) Read (a) Cooperatives, Headline Books, by R. A. Goslin (Foreign 
Policy Assn., New York, 1937). (b) Cooperatives in the U.S. —A 
Balance Sheet by Maxwell S. Stewart (Public Affairs Pamphlet No. 
32, 1944 Revised Edition), (c) Organization and Management of 
Consumers* Cooperatives and Buying Clubs (Superintendent of 
Documents, Government Printing Office, Washington, D.C., 1941). 
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Organizing the Factors of Production 

Grocery, drug, clothing, appliance, and a host of other stores; flour 
mills; steel plants; dairies; farms; railroads; brokers’ ofiices; banks; in¬ 
surance companies—all are examples of business enterprises. Together 
with some publicly operated enterprises, like the post office or a local 
housing project, they produce the goods and services which make up 
the national product. In turn, the money they pay out for labor and 
materials is used in buying goods and services. 

Each business enterprise (establishment, concern, firm, or company) 
produces a commodUy or service which it sells for money. Each pays 
money for the space, machines, materials, labor and other services re¬ 
quired. The amounts taken in are its income; the amounts paid out are 
its costs of production. When income is greater than costs, the business 
has a profit. Businessmen undertake the risks and responsibility of start¬ 
ing and operating business enterprises because they hope to make 
profits. 

To start a business enterprise, the businessman must gather the goods 
and services needed for production. Land, machines, materials, labor, 
or any other commodity or service which contributes to the production 
process is called a factor of production. The building of a house re¬ 
quires a plot of land, lumber, nails, bricks, cement, or other materials, 
and a variety of labor, from the technical skill of the architect or en¬ 
gineer to the work of the unskilled day laborer; each of these is a factor 
of production. The factors of production used in all enterprises are 
numerous, and it is convenient to classify them under the headings 
of land, capital, and labor. “Land” means any commodity^ or service 
contributed by nature—the building site, the vein of coal in a coal mine, 
the waterfall in an electric-power plant are examples. “Capital” means 
any produced good used for further production. It includes the tools, 
machines, buildings, and materials used in the production process. “La¬ 
bor” means all human eflFort used to produce goods and services. This 
includes mental as well as manual labor. Sometimes the special kind 
of labor contributed by the businessman who gathers, combines, and 
directs all the other factors is separately classified as a fourth factor 
called management. 

The payments made by a business enterprise for the factors of pro- 
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duction are its costs of production. In order to keep costs as low as 
possible, the businessman must combine the necessary factors in the 
proper proportions. This is referred to as the principle of proportioning 
of factors. The grocery-store owner, for example, must decide whether 
to use two or three clerks in his store. More help with a given store 
area means faster service and may therefore attract more customers. 
The question is whether the expenditure for extra labor will increase 
business enough to give the owner added profit. This type of problem 
is characteristic of all kinds of businesses. 

In putting together the factors of production, businessmen will tend 
to make more use of the cheaper factors. In large cities, where rents 
tend to be high, it pays to construct high buildings, using less land but 
more capital and labor; this is the reason for skyscrapers. In outlying 
sections, where land cost is relatively low. buildings will spread hori¬ 
zontally, using more land and less of the other factors. In regions where 
labor is cheap, labor-saving machinery will not be used so much as in 
areas where wages are high. In regions of dense population and cheap 
labor, farmers use less machinery than in regions where land is plenti¬ 
ful and labor more costly. That combination of factors is best which 
will result in the lowest cost. 

Because he performs the functions of gathering, combining, and di¬ 
recting the factors of production, the businessman is sometimes referred 
to as an entrepreneur. This is a French word which expresses the idea 
that he undertakes to start, operate, and manage a business venture. 
First, he must conceive an idea for a product or service that will sell. 
Second, he must investigate the practicality of the idea, the availability 
and cost of the factors needed, the legal restrictions involved, the 
amounts of funds that will be required and sources for obtaining them, 
the demand for the product, the competition that will come from other 
producers, and other conditions that will affect the chance for profit. 
Third, he must provide the needed funds from his own savings; and, if 
his own funds are insuflficient, borrow the money, or get others to share 
in the venture. Fourth, he has to acquire the factors which he needs, 
select a location, and begin production. Finally, he has to sell the prod¬ 
uct. Once he has created a “going concern,” he has to exercise continu¬ 
ous supervision over the factors of production, see to their proper 
combination, provide for their replacement, and direct the selling and 
financial operations of the enterprise. These are the functions of man¬ 
agement. 

The Assumption of Risk 

The businessman reaps the reward of success in the form of profits; 
but he assumes the risk of having the business fail and of suflFering loss. 
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Business is risky for a number of reasons. First, demand is changeable 
and may shrink or disappear. Second, other producers, selling the same 
type of product, may take away customers. Third, materials, labor, or 
any other factors of production may become scarce or high in price, 
as they did during World War II. In that case costs of production may 
become so high that profits turn into losses. Fourth, an unforeseen event 
like a fire, a flood, or bad weather, may cause damage or spoil business. 
The natural hazards of farming are well known; but businesses such as 
the clothing industry are also affected by the weather. Fifth, our busi¬ 
ness world is a dynamic one, constantly subject to change. Changes 
which bring prosperity to one business may ruin others. The extended 
drought in the Northeast during the early summer of 1949 made busi¬ 
ness at beach resorts hum, while farmers suffered the agony of watching 
their crops bum in the sun. New inventions and changing technology 
may offer opportunities for new business but may destroy established 
ones. A topic of current interest, for example, is the effect of television 
upon the motion-picture and radio industries. 

The riskiness of business is evidenced in the high rate of business 
failure, or mortality, especially among new and small businesses. Stud¬ 
ies have shown that the chief reason for failure is that many businesses 
are started without enough funds for efficient operation. A second rea¬ 
son is that the businessman or his managers lack the necessary abilities. 
The buying for the firm may be inefficient and unskilled, judgments as 
to demand or prices may be wrong, production may be hindered by 
poor handling of the labor force, or too much money may be borrowed. 
Foremost among the abilities necessary for success in business is the 
ability to get along with people. No matter how informed and expert 
he may be in other matters, the businessman who cannot inspire confi¬ 
dence in his employees, in his customers, and in the businessmen with 
whom he has to deal, will find success difficult to attain. A third reason 
for business failure is bad luck. Fire may destroy merchandise, war may 
ruin markets or shut off needed supplies, or a new invention may create 
unbeatable competition. 

To summarize, the two main functions of the businessman are (1) to 
organize and manage the factors of production, and (2) to assume 
business risks. These functions businessmen perform in order to make 
a profit. 

The Classification of Industries 

A group of related business enterprises is called an industry —for 
example, the steel industry. (The term is also used loosely to mean 
manufacturing and mining, as distinguished from farming.) Business 
enterprises may be classified in different v^ays. We may contrast the 
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consumers" goods industries, which make things for final consumption, 
with the producers" goods, or capital-goods, industries, which make 
goods that are used as factors in further production. We may divide 
enterprises by the length of time it takes to consume their products. 
The durable-goods industries produce long-lasting articles like auto¬ 
mobiles; the semidurable-goods industries produce things which do not 
last so long, like clothing; and the nondurable-goods industries produce 
foods and other commodities which can be used only once. On the basis 
of the kind of methods used, we can classify some enterprises as mass- 
production industries, because they produce standard goods in quan¬ 
tity, using power machinery; while others, producing individual com¬ 
modities largely by hand tools, are referred to as handicraft indus¬ 
tries. 

Business enterprises specialize. The clothing factory gets its cotton 
goods from one firm and its rayons, silks, or woolens from others. Other 
firms supply thread, machines, buttons, linings. The workers also per¬ 
form specialized tasks: some design the styles; others cut; still other 
groups use a variety of specialized machines or finish, sell, pack, or 
deliver. This subdivision of the production process into specialized 
branches or skills is known as the division of labor, or specialization. It 
breaks up complicated operations into simpler parts, permits the use 
of machines, and increases the efficiency of production. 

The breaking up of the production of a commodity into specialized 
divisions causes business enterprises to depend upon one another, for 
the supplies and raw materials of one firm make up the finished product 
of another, and business enterprises are each other s customers. If we 
traced the many articles, fixtures, and services found in any large de¬ 
partment store back through all the firms contributing to their produc¬ 
tion, the length and variety of the list of enterprises would show clearly 
the cooperative nature of modem business enterprise. Production is the 
result of the cooperative eflForts of land, labor, capital, and management 
in many related business enterprises. 

The diagram on page 161 gives a classification of industries according 
to the product and type of work done. The arrows indicate the inter¬ 
dependence of the groups. The extractive industries —farming, fishing, 
forestry, mining—take or extract from the earth the wealth it oflFers. The 
processing industries —manufacturing and construction—use the raw 
materials of the extractive industries, and the products and services of 
other industries, to create usable goods. The service industries provide 
consumers and business enterprises with services, such as transportation, 
communication, storage, loans, insurance, advertising, selling, and legal 
and accounting services. 

The businessmen in the service ihdustries are often called middle- 
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men, because they stand between the producer of goods and the con¬ 
sumer. Retailers sell goods, such as groceries and clothing, and services, 
such as tailoring and radio repairing, to consumers who use the goods 
and services directly and finally. Wholesalers are middlemen who buy 
in large quantities from producers and sell in smaller quantities to re- 

THE PRODUCTIVE SYSTEM 



This shows the interrelationship of different types of business enterprise. The 
extractive industries provide raw materials for both processing and service 
industries. The processing industries provide manufactures and construction 
for extractive and service industries. The service industries serve all types of 
industry. All serve the consumer, directly or indirectly. 


tailers, or to smaller wholesalers (jobbers ^, who in turn sell to retailers. 
Middlemen bring together, in the large quantities required by manu¬ 
facturing industries, the products of millions of small, individual firms. 
They disperse among the millions of individual consumers the large 
outputs of manufacturers, present the goods in attractive fashion, and 
make their purchase convenient. The middlemen—wholesalers and re- 









162 Operations of Business [Unit 5 

tailers—by exercising informed judgment in the buying of goods from 
producers, furnish buying aid to the average consumer. 

The function of the middleman is not confined to trade. The savings 
bank, for example, receives small deposits from many individuals and is 
thereby able to make large loans to those wishing to build homes and 
other buildings. The insurance company uses the premiums of its thou- 



This compares industries by showing three 100% bars. Follow each division, 
using the dotted lines as guides. Thus agriculture had 62.2% of the enter¬ 
prises, employed 17.1% of the total workers, and produced 10.4% of the 
national income. (Data from U.S. Depts. of Labor and Commerce) 

sands of policyholders to invest in large enterprises. Railroads, grain 
elevators, and stock and commodity exchanges are also examples of 
businesses which serve as middlemen. 

The Size and Importance of Industry 

The graph on this page shows how American industries in 1946 com¬ 
pared with one another as to number of enterprises, number employed, 
and contribution to the national income for that year. The number of 
enterprises is greatest in agriculture, trade, and service industries. These 
three are the strongholds of small business firms; together they account 
for almost nine-tenths of the numbdr of businesses. But they employ 
less than half of the nation s workers, and produce less than half of the 
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national income. Manufacturing, with only about 3 percent of the num¬ 
ber of enterprises, employs about 30 percent of the employees and 
produces about 27 percent of the national income. Here, and in the 
utilities (electricity, gas, transportation, telephone, telegraph), are 
found most of our giant firms. Of interest is the relative importance of 
government, employing over 11 percent of all workers, and producing 
nearly 13 percent of the national income. 

To conclude, however, on the basis of such statistical facts, that any 
low-ranking industry is not essential, would be an error. Mining is a 
good example. Mining enterprises, in 1946, were only three-tenths of 
one percent of the total; they employed the lowest proportion of work¬ 
ers, one and one-half percent; and they accounted for less than two 
percent of the national income. But, since mining enterprises produce 
coal, oil, iron, gold, and the many other minerals so essential to our 
way of life, they rank high in importance to our national and individual 
welfare. 


Exercises and Activities 
I Dictionary of Economic Terms 


business enterprise 
capital 
capital goods 
consumers' goods 
costs of production 
division of labor 
durable goods 
entrepreneur 
extractive industries 


factor of production 
labor 

handicraft industries 

industry 

land 

management 
mass production 
middleman 
nondurable goods 


processing industries 
producers' goods 
proportioning of fac¬ 
tors 
retailer 

service industries 

specialization 

wholesaler 


II Questions and Problems 

1) The businessman combines the factors of production. Explain. Give 
an example with reference to a particular business. 

2) Business involves planning. Explain. 

3) State and explain at least three reasons for the riskiness and high 
mortality rates in business. 

4) Why is the riskiness of business a matter of concern to (a) banks, 
(b) workers, (c) the public? 

5) Show how each of the following situations illustrates the principle 
of proportioning of factors: (a) The work that is done by derricks 
and tractors in the United States is done by hand labor in many 
other countries, (b) On Park Avenue in New York City, the wealthy 
residents live in skyscraper apartment houses, whereas in the Bor¬ 
ough of Queens in the same city, most of the wealthy homes are one- 
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family houses, (c) Farms in Northern and Western Europe are gen¬ 
erally smaller than those in Canada and the United States. 

6) The head of a large steel company was paid a million dollars a year. 
\Miat special ability might he have had, to justify such high com¬ 
pensation? 

7) Sumner Slichter, a well-known economist, has said, ‘Tn a dynamic 
world, with the future a mystery, it must be true that profits are in 
substantial degree a matter of luck.” Explain this statement and show 
why you agree or disagree. 

8) Give examples to illustrate the great diversity of our business world 
in regard to (a) products, (b) processes, (c) size. 

9) Choose some product and tell how the extractive, processing, and 
service industries had a hand in bringing it to you. 

10) Examine the graph on page 162, showing the size and importance 
of various industries, (a) Why are the measurements used in this 
graph to show relative importance proper ones to use? (b) Why is 
it wTong to judge importance to the nation by these measurements 
only? 

Ill Things To Do 

1) Draw a map of one block in a business section of your community. 
On the map classify the different types of business enterprise. 

2) Consult your local telephone directory, in which businesses are clas¬ 
sified in a separate section, (a) Find there three examples of each of 
the major classifications of industry listed in the lesson, (b) Accord¬ 
ing to the telephone directory, what kinds of business are most nu¬ 
merous? Why? 

3) Visit a local factory, and report to the class, (a) Of what industry is 
this business a part? (b) What evidences did you find of specializa¬ 
tion and division of labor? (c) Describe the factors of production, as 
used in the factory. 

5) Read pamphlets, published by the federal government and some 
state governments, on starting a small business. 


LESSON 

The Meaning of Insolvency and Bankruptcy 
A businessman must invest money, called his "capital,”^ to start a 
business enterprise. In addition most businesses buy merchandise and 
materials on credit, and some may borrow money. Those to whom the 

^ The term “capital,” it will be observed, is used in two ways. In the previous 
lesson, it was used to mean the actual goods used in production, or capital goods. 
Here it is being used to mean the money, or funds, used in production; that is. 
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business owes money are its creditors. If, for any reason, the business 
is unable to pay its debts when they come due, it may be described as 
an insolvent business. 

Suppose that Sam Copeland opened a shop under the name of Acme 
Radio Service, to repair and sell radios, television sets, and other elec¬ 
trical appliances. He invested $2000 in capital, which was mostly spent 
on fixtures and equipment, and bought $8000 worth of sets and appli¬ 
ances on credit from a number of manufacturers. Selling was more 
difficult than expected, and after several months Copeland had much 
unsold merchandise and owed many overdue bills. His fixtures, equip¬ 
ment, and merchandise, at the prices he had paid for them, were still 
worth enough to pay all his debts; but he could not sell them at these 
prices. Selling everything for whatever it would bring would yield only 
$5000, and $3000 more was owed to creditors. Copeland’s business en¬ 
terprise was insolvent. 

It would be unfair for Copeland to use the $5000 to pay some of his 
creditors, while the r 3st received no payment at all. He might announce 
his condition to all of his creditors, call them together, and by agree¬ 
ment among all, arrange for partial payment. However, he would find 
it simpler to ask the courts to declare him officially insolvent, or bank- 
rupt. The court would supervise the sale of his properties and the 
distribution of the proceeds among the creditors. This would be a vol¬ 
untary petition in bankruptcy. On the other hand, his creditors, to 
prevent him from disposing of the properties without paying them, 
might request the courts to declare Copeland bankrupt and divide 
his properties among them; this would be an involuntary bankruptcy. 
Bankruptcy is the legal procedure by which the courts declare a busi¬ 
ness to be insolvent, arrange for the distribution of the properties to 
creditors in accordance with their legal claims, and then declare the 
business to be discharged of any further obligation. 

In the example given, the courts would examine Mr. Copeland to be 
sure that he was not concealing any properties. They would examine 
the claims of creditors to assure their being proper and legal. They 
would arrange the claims in order of preference, if any creditors had 
special claims entitling them to be paid in full before the others. Then 
the courts would arrange for the public sale of Mr. Copeland s proper¬ 
ties and from the proceeds would make payment to the creditors. Let 
us assume that the properties of the Acme Radio Service brought $5000 
in proceeds, after all expenses involved in the proceedings had been 
paid. If the claims of all creditors were alike, each creditor would re*^ 
ceive 62/2% of what he was owed. After discharge in bankruptcy, Mr. 

in the sense of “capital funds.” This is its most common meaning to businessmen 
and accountants. 
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Copeland, if he could raise additional funds, could make a fresh start, 
in the same business or in a new one. 

The Risk of Unlimited Liability 

Suppose, upon court examination in bankruptcy proceedings, it 
turned out that Copeland owned the house he lived in and an automo¬ 
bile. These had nothing to do with the business, yet they would be in¬ 
cluded by the court among the properties which could be seized and 
sold to satisfy the debts owed by the Acme Radio Service to its credi¬ 
tors. Although Mr. Copeland might feel aggrieved because they were 
personal rather than business property, the court would make no such 
distinction. The law regards the Acme Radio Service and Samuel Cope¬ 
land as identical; there is no separation of Copeland, as an individual, 
from his business enterprise. 

The Acme Radio Service, started by Copeland without legal formal- 
it\', simply by the investment of capital and the beginning of business 
operations, is an example of a single proprietorship, which is an tmin- 
corporated business owned by one person. Another type of unincorpo¬ 
rated business is the ordinary partnership, which has two or more 
owners instead of one. Legally, the single proprietorship and the part¬ 
nership, as unincorporated businesses, have no existence apart from the 
owners. The individuals are sued in court for any debts incurred in the 
course of business operations. Each owner of an unincorporated busi¬ 
ness is individually and fully responsible for all the debts of the business 
enterprise. If the business properties are not sufficient, the personal 
wealth of each owner, including wealth invested in other businesses, 
can be used to satisfy the creditors. That is the meaning of unlimited 
liability. 

In a partnership the risk from unlimited liability is even greater than 
in the single proprietorship. Each partner has unlimited liability for all 
the debts of the business, regardless of how large or how small the 
amount of capital he has invested. 

A partnership organization therefore is not likely to attract the invest¬ 
ment of individuals who wish to limit their liability to the sums they 
invest in the business. The business which requires large amounts of 
capital and must get this capital from many investors must have a form 
of business organization which makes it possible to limit each investor’s 
liability to the amount invested. The organization of business enter¬ 
prises as corporations provides the solution. 

Limiting Liability Through Incorporation 

Incorporation is a legal procedure by which a business enterprise is 
given an identity separate from its owners. In accordance with legal 



Les. 22] Business Incorporation 167 

requirements established by the state, the business enterprise is au¬ 
thorized to carry on specified business activities as if it were a person. 
This legally cneated, artificial person is called a “corporation.” Its birth 
certificate is a certificate of incorporation, or charter, granted by the 
state. 

When Copeland, Benson, and Anderson decide to incorporate their 
business as the Acme Radio Service, Incorporated, they ha\'e their at¬ 
torney file an application with the state, setting forth the name of the 
corporation, the names and addresses of the organizers, the amount of 
capital the business is authorized to have, the number of shares into 
which this capital will be divided, and the purposes for which the 
corporation is formed. Upon payment of required fees or taxes, the 
state grants a charter to the new legal individual, the corporation named 
Acme Radio Service, Inc. Copeland, Benson, and Anderson each invests 
a given amount of money in the corporation in return for shares in its 
capital. As evidence of ownership of shares, each receives from the 
corporation a certificate of stock. Copeland, Benson, and Anderson have 
become stockholders, each owning a share in the corporation. The 
corporation, however, stands apart from its stockholders as a separate 
person; it can be sued in its own name; it can own property; it can buy 
and sell, and incur debts. 

In the case of the Acme Radio Service, there are only three stock¬ 
holders, Copeland, Benson, and Anderson. To fulfill the legal require¬ 
ments, these three meet once a year to elect themselves as directors and 
officers of the corporation. They are not only the owners of the corpora¬ 
tion, but also its employees. They do the same work as if the business 
were unincorporated, but they now act in the name of the corporation. 
To the casual observer the Acme Radio Service is the same, whether or 
not it is incorporated. 

If the business becomes insolvent and faces bankruptcy, however, 
the real benefit of incorporation to Copeland, Benson, and Anderson 
becomes apparent. In the unincorporated business the owner is liable 
to an unlimited extent, including his personal wealth, for the unpaid 
debts of the business. When the business is a corporation, the stock¬ 
holder s liability is limited to the amount which he invested; wealth not 
invested in the corporation cannot be touched by creditors of the corpo¬ 
ration. 

Suppose the corporation owns properties which can be sold for 
only $5000, and it owes $8000. The creditors may not, as before, 
seize and sell Copeland’s home and automobile. He owes them nothing. 
Only the Acme Radio Service, Incorporated, a legal person separate 
from Copeland and the other stockholders, owes anything. This corpo¬ 
ration has unlimited liability for its debts, and the creditors may take in 
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payment anything owned by the corporation. If Copeland paid the 
corporation $1000 for his share in its capital, that sum became corporate 
property; that part of Copeland s wealth was risked in the business 
enterprise, and will be lost—but only that. As a stockholder, he has 
limited liability; he can lose only the amount he invested in the corpora¬ 
tion s stock, because he is not personally liable for the debts of the 
corporation. 

Many small businesses do not bother with incorporation. The legal 
costs, the necessity for reports and other formalities, and the possibility 
of special taxes on corporations may outweigh the advantages. In some 
enterprises of professional or confidential nature, such as legal and ac¬ 
counting firms, the privilege of incorporation may not be granted by 
the state. Furthermore, the advantage of limited liability often disap¬ 
pears because creditors may insist on a personal guarantee of payment 
from the individual owner or owners. Although there are many small 
businesses organized as corporations, it is the larger enterprise which 
finds the corporate organization practically a necessity. 

Advantages of Incorporation in the Large Business 

In 1945 the Standard Oil Company of New Jersey had over two and 
one-half billion dollars’ worth of properties, or assets (see p. 203); 
U.S. Steel and General Motors each had almost two billions’ worth. 
Many other enterprises were gigantic in financial value and size of 
operation. Modern industry requires large amounts of capital, more 
than can be provided by one individual or by a few partners. The 
corporation makes it possible to gather together into huge amounts the 
investments of many people. The small investor is willing to make an 
investment in a large enterprise because he can lose only the small 
amount he has invested. The large investor can invest in many enter¬ 
prises at the same time because he knows that whatever may happen 
to one of his investments will not affect his other investments. Limited 
liability encourages people to make investments which otherwise they 
would not dare make. It therefore makes possible the giant businesses 
which have become a feature of our modern economic system. 

Investment is further encouraged by another legal feature of the 
corporation, transferability of shares. The law allows a stockholder to 
transfer his shares at any time, and in any way, that he wishes. He may 
sell his shares, give them away, leave them as an inheritance for some¬ 
one, or dispose of them in other ways. This is quite unlike the situation 
in a partnership. A partner may not transfer his share in the business to 
a new partner without the consent of the other partners. The fact that 
a stockholder can sell his shares at will makes him more likely to buy 
shares in a corporation than he would be otherwise. The buying and 
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selling of shares of large corporations is so relatively easy that people 
with savings are willing to take the risk of investment in these corpora¬ 
tions. 

The ease with which corporate shares can be transferred makes it 
possible for a person to use stock as a means of borrowing money. Banks 
and other lenders are willing to make loans to people who can put up 
shares of financially sound corporations as security for the loan. If the 
loan is not paid when due, the lender can usually sell the shares without 
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The chart on the left shows that in some industries the corporation is much 
more important than in others. The chart on the right shows that a few large 
corporations owned a disproportionate share of business assets and that the 
bulk of all corporations are relatively small in size. Thus 54.7% of corpora¬ 
tions owned 1.4% of all assets, and less than 1% (0.2%) owned over half 
(51.3%). (Data from Economic Prologue, TNEC Hearings) 


diflSculty, and recover the money due him. The fact that corporate 
shares can be used to borrow funds when needed is another inducement 
to people to invest in the shares of corporations. 

Legally, too, a corporation has perpetual life; it can last forever. 
This, again, difiFers from the partnership, which legally ends with the 
death of any one of the partners. Since a corporation is a separate per¬ 
son, it can continue to exist no matter what happens to its owners in¬ 
dividually. In the large corporation this is important because it means 
that the business continues to function, regardless of changes in owner¬ 
ship. The individual owners may sell their shares, they may die one by 
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one; the corporation goes on just the same. Unless the corporation dies 
through bankruptcy or through being dissolved by its owners, it can live 
indefinitely. Many corporations have continued to operate for decades 
after their original owners have left the scene. The importance of the 
durability of corporations is apparent when we think of what would 
happen to the economic life of this nation if our great corporations had 
to be reorganized every time one of the thousands of stockholders died. 

Extent and Importance of Incorporation 

TTiese advantages—limited liability, transferability of share, and 
perpetual life—explain why the corporate form of business organization 
has become so important in the business world. During the quarter of 
a century from 1910 to 1935, while the total number of businesses in¬ 
creased by about 25 percent, the number of incorporated businesses 
increased by about 100 percent. As the scale of business operations 
grows, more businesses use the corporate form of organization to help 
raise the large amounts of capital needed. The chart on page 169 shows 
the importance of corporations in economic life. 

The figures in the chart show that in industries like power, light, 
transportation, mining, manufacturing, and transportation, requiring 
large capital inv estment, the percentage of business done by corpora¬ 
tions is very large; in agriculture, the service industries, and others in 
which a smaller scale of operations is possible, the percentage tends to 
be smaller. In 1945 there were ov^er three million business firms, ex¬ 
cluding farming, in the United States; only about 420,000 of these, 
about 13 percent, were corporations. In addition, almost all of the ap¬ 
proximately six million farms were unincorporated. It is in scale of 
operation, rather than in number, that corporations play such a vital 
role in our economic system. 

It would be a mistake to conclude that all corporations are large. 
The right side of the chart on page 169 shows that more than half of all 
corporations in 1935 had assets worth less than $50,000. These small 
corporations are, in effect, single proprietorships or partnerships, but 
they are legally organized as corporations. 

The graph reveals another significant fact about corporate enterprise, 
which will be discussed in detail in a later lesson. The corporations with 
assets worth less than $50,000, though 55 percent of all corporations, 
owned less than 2 percent of all business assets; while the corporations 
with assets of over 50 million dollars, less than two-tenths of 1 percent 
of the total number of corporations, owned over 50 percent of all busi¬ 
ness assets. This is one evidence of the key role played by giant enter¬ 
prises in our economic system, a role that is made possible by the legal 
device of incorporation. 
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Exercises and Activities 
I Dictionary of Economic Terms 


bankruptcy 

capital 

certificate of stock 

charter 

corporation 


creditor 
incorporation 
insolvent 
limited liability 
partnership 


single proprietorship 
stockholder 

transferability of shares 
unlimited liability 


II Questions and Problems 

1) Explain the procedures by which an insolvent concern becomes ‘‘dis¬ 
charged in bankruptcy.” 

2) Debtors, at one time, were imprisoned. Why are our bankruptcy 
laws a more sensible way of handling insolvency? 

3) (a) Explain the diflFerence in liability of the unincorporated and the 
incorporated business, (b) “The corporation has unlimited liability; 
the stockhold3rs have limited liability.” Explain, showing how in¬ 
corporation makes this possible. 

4) Copy and fill in the table bekjw, comparing three forms of business 
organization: 


Transferability Method of 

Type of Organization Liability of shares Duration Creation 
Single Proprietorship 
Partnership 
Corporation 

5) “Limited liability is a device for protecting businessmen against the 
consequences of their own errors.” “Limited liability is a device 
which has made it possible for the capitalistic system to advance hu¬ 
man welfare.” Explain to what extent each of these statements is 
correct. 

6) Which form of business organization would you recommend for each 
of the following? In each case give a reason, (a) A 20-acre vegetable 
farm, (b) a barber shop, (c) a chain of barber shops, (d) a restau¬ 
rant, (e) a law firm, (f) a clothing factory. 

7) Discuss this statement from a General Motors advertisement: “A big 
corporation is the most effective instrument that has ever been de¬ 
vised for the creation and widespread distribution of wealth.” 

8) J. P. Morgan and Co., international bankers, were a partnership 
until a few years ago, and were then incorporated. What reasons 
encouraged keeping this firm as a partnership for eighty years? What 
may have been reasons for the decision to incorporate? 

9) On April 19, 1947, an article in The Saturday Evening Post, referred 
to the “incorporation” of Bobby Feller, major-league pitcher, (a) 
Explain, (b) What advantages may there be in forming a corpora- 
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tion for the “business personality” of a person with special skills or 
talents? 

Ill Things To Do 

1) Interview a businessman. Ask him what form of business organiza¬ 
tion he uses. Get his reasons. 

2) Read and report on the history of a large corporation. For ad¬ 
vanced students the following are suggested: (a) History of the 
Standard Oil Co. by Ida M. Tarbell (2 vols., Macmillan), (b) Con¬ 
cept of the Corporation by Peter F. Drucker (John Day), a study of 
the General Motors Corporation, (c) Main Street Merchant: The 
Story of the ]. C. Penney Company by Norman Beasley (McGraw- 
Hill). See also the reading references in Lesson 37. 

3) In class, dramatize incorporating an imaginary business. 


LESS OX 



CORPORATION MANAGE- 
MENT AND FINANCE 


Management of the Corporation 

Since a corporation is an artificial person, it cannot function in the 
same way as a flesh-and-hlood person can. Its actions are really the 
actions of individuals who have the legal right to act in the name of 
the corporation. There are three groups of individuals who share in the 
management of the corporation: the stockholders, the directors, and 
the oflBcers. 

Every year the stockholders meet, as required by the law, to elect 
the directors of the corporation. Unlike elections for government office, 
in which each voter casts one vote, corporate elections usually allow 
a stockholder one vote for each share he owns. (Some t>^pes of stock¬ 
holders, however, do not have the right to vote.) A stockholder with ten 
shares has as much voting power as ten stockholders with one share 
each. This procedure is based on the principle that the person risking 
a greater investment has more right to determine the policies of the 
corporation. 

As the elected representatives of the stockholders, the directors have 
the responsibility of deciding the major policies of the corporation. The 
board of directors hires the officers of the corporation; it decides when 
and how much additional capital is needed, and in what way it shall 
be raised; it may give the oflBcers directions as to production, prices, and 
research; it decides how the profits are to be distributed. 

A corporation director is not an employee of the corporation, nor 
does he generally give full time to the corporation. He attends the meet- 
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ings of the board of directors from time to time, and may receive a small 
fee for attending. A person is usually chosen as director because he 
owns stock in the corporation, is a prominent man whose name will give 
prestige to the business, or is in some business related to the activities 
of the corporation. Frequently a wealthy or prominent person is a 
director of several corporations, and also engages in his own business 
or profession. 

The day-to-day business of the corporation is carried on by the offi¬ 
cers of the corporation. The officers are full-time employees and receive 
salaries for their services. They hire the workers, purchase materials and 
equipment, supervise production and selling, and arrange the financial 
affairs of the business. 

In the small corporation, the stockholders, directors, and oflBcers are 
often the same persons. The annual stockholders' meeting is merely a 
legal formality, since the few owners are in close contact with each 
other, working in the business and making decisions from day to day. 
It is in the larger corporations that a distinction appears between the 
stockholders on the one hand, and the directors and officers on the other 
hand. When the number of stockholders runs into hundreds, or into 
thousands, few of them have any direct contact with the business opera¬ 
tions of the corporation. A tiny proportion of stockholders attend the 
stockholders’ meeting, vote for the board of directors, and take the 
trouble to read the financial reports. Many of the stockholders become 
merely inactive investors. 

In the larger corporation the responsibilities of management have 
to be divided among the various officers, who in turn divide their duties 
among their assistants. The major officers are the president; from one 
to a dozen or more vice-presidents, depending on the size of the busi¬ 
ness; a secretary; and a treasurer. The president may also serve as chair¬ 
man of the board of directors, often the most important oflScial of the 
corporation. 

The diagram on page 174 shows the relationship of corporate ac¬ 
tivities to its structure and organization. It will be observed that all 
authority stems from the stockholders, through the board of directors 
and the officers, to all types of employees and activities. In larger or¬ 
ganizations the work of the production manager and the financial and 
selling activities may be subdivided among several vice-presidents. 

Financial Rights of the Stockholders 

Besides participating in the management of the corporation, the 
stockholders also share in the profits and in the proceeds of liquidation. 

All profits belong legally to the stockholders. But the board of direc¬ 
tors has the legal right to decide what part of the profits earned by the 



174 


Operations of Business [Unit 5 

business shall be paid out as dividends to the stockholders, and what 
part shall be reinvested in the business as undivided profits. Suppose 
that a corporation, with 5000 shares outstanding, has earned $50,000 in 
profits. The directors can then distribute the entire sum as dividends, 
giving each share a dividend of $10. The directors may decide, how¬ 
ever, that the business needs $10,000 more in capital. They may there- 


CORPORATE ORGANIZATION AND BUSINESS FUNCTIONS 



This is an example of an organization chart. Each box represents an official 
or a department. The connecting lines show the direction of control or au¬ 
thority. All those below the board of directors are hired employees. The lower 
boxes give a picture of the functions performed in an enterprise, whether 
incorporated or unincorporated. 

fore pay out only $40,000 in dividends, $8 per share, and leave the 
remaining $10,000 as additional capital in the business. The effect is to 
increase each stockholder’s investment by $2 for each of his shares. In 
large corporations, in which the average stockholder is inactive, this 
reinvestment of profits is imposed by the board of directors upon the 
stockholders, who may sometimes feel dissatisfied with the size of the 
dividends. This practice of reinvesting, or “ploughing back,” profits has 
made it less necessary for large corporations to depend upon new issues 
of stock as a means of raising capital. 

“Liquidation” is the process of going out of business: selling all the 
assets, paying all the debts of the business, and distributing the pro¬ 
ceeds to the owners. Liquidation may be voluntary, as when the owners 
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decide to retire from business, or it may result involuntarily from a 
bankruptcy proceeding. The stockholders are entitled only to what is 
left after all claims against the corporation have been paid. 

Types of Corporate Stock 

A corporation may have different kinds of stockholders, whose rights 
to share in the management, profits, and proceeds of liquidation are 
different. All corporations issue common stock, which is the stock nor¬ 
mally carrying the right to share in the management of the corporation. 
The rights of the common stockholders have been described above. 
Some corporations also issue preferred stock, which is stock entitled 
to a specified dividend, ahead of the common stock, and to a prior claim 
to the assets of the corporation in case of liquidation. Preferred stock¬ 
holders usually have no voice in the election of the board of directors, 
although there are examples of preferred stock having voting rights. 
It is usual for preferred stock to be par-value stock, that is, stock having 
a stated, or face, value. The dividend is stated as a specified percent of 
the par value. Common stock is generally no-par stock; it has no face 
value. The dividend is stated as so much per share. 

Suppose, for example, the ABC Corporation has outstanding 20,000 
shares of no-par-value common stock, and 10,000 shares of 5-percent 
preferred stock, par value $100. The directors declare dividends of 
$210,000. Each holder of preferred stock must receive $5 per share (5 
percent of the par value, $100). The 10,000 preferred shares would ac¬ 
count for a total of $50,000, leaving $160,000 for distribution among the 
holders of the 20,000 common shares, or $8 per share. 

Ownership of preferred stock does not guarantee receiving a divi¬ 
dend. There may be no profits, or the directors may not think it wise 
to declare dividends. The only assurance is that the holders of common 
stock will receive no dividends until the dividend on the preferred has 
been fully paid. Most preferred stock is of the type called cumulative, 
which means that no dividend may be paid on common stock until all 
dividends owing to preferred stockholders from previous years have 
been made up. In the example given, if no preferred dividend has been 
paid for three years, each holder of preferred stock would have to re¬ 
ceive $15 a share before the holder of common stock could receive any¬ 
thing; this would leave only $60,000 for the 20,000 common shares, or 
$3 per share. 

The preferred stock of a corporation normally is a more secure invest¬ 
ment than its common stock. The preferred shareholders give up their 
chance to receive large dividends in exchange for getting their divi¬ 
dends before the common stockholders do. If profits are small, the 
common shareholder runs the risk of receiving no return at all on his 
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investments. When profits are large, however, the common stockholders 
may get much larger dividends than the preferred; there is no limit to 
the amount of dividend which can be paid to common stockholders. 

Preferred stock is more secure than common stock in the event of the 
liquidation of the corporation. The preferred shareholder is paid up to 
par value of the share before the common stockholder receives any part 
of the liquidation proceeds. Suppose the ABC Corporation described 
above were to become insolvent, and liquidation were to yield only one 
million dollars in proceeds. The holders of the 10,000 preferred shares 
would be entitled to $100 a share, a total of one million dollars, and the 
common stockholders would lose their entire investment. 

The fact that the preferred stock of a corporation is more secure than 
that corporation’s common stock does not mean that every preferred 
share is a safer investment than every common share. A common share 
in one corporation may be a far safer investment than a preferred share 
in another. The measure of safety in the final analysis is the value of 
the corporation s properties and its profit-making ability. 

Borrowed Capital and Corporate Bonds 

Business firms may secure capital by borrowing funds as well as 
by selling stock. The borrowing firm is generally required to give writ¬ 
ten evidence of the debt to the lender or creditor, specifying the terms 
of the loan. Such a document is called a credit instrument. The amount 
of the loan, the principal, is specified on the credit instrument and be¬ 
comes its face value. A date for repayment is indicated; this is the date 
of maturity. The extra money to be paid for the privilege of borrowing 
is called “interest”; it is usually stated as a rate of interest, a percent of 
the face value. 

Borrowing may be for a short period or a long period. A credit in¬ 
strument stating a promise to pay a specified sum is called a promissory 
note. A special type of promissory note, used in long-term debts, is 
called a bond. It is common for large corporations to raise capital to 
expand plant and equipment by borrowing for a long period and is¬ 
suing bonds to the lenders as evidence of the debt. Stocks and bonds 
are called corporation securities. 

When the sum borrowed is small enough for a single person to lend 
it, the borrower issues a single bond. If the loan is secured by some 
property belonging to the borrower, a mortgage will be given. This 
document states that if interest or principal is not paid when due, the 
lender has the right to seize the property, and to recover what is due 
him from the proceeds of the sale of the property. When the amount 
borrowed is very large, running perhaps into the millions, bonds may 
be sold to many lenders. A mortgage covering all the bonds is prepared, 
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and a trustee, usually a financial institution, is selected to hold the 
mortgage and guard the interests of the individual bondholders. Cor¬ 
porate bonds secured by specific property are called mortgage bonds. 
Bonds not secured by a mortgage on property are called debentures. 

A corporation may prepare gradually for paying back, or redeeming, 
its bonds at the maturity date (earlier if the loan agreement permits), 
by setting aside some money each year in a sinking fund. It may, just 
before the maturity date of an outstanding bond issue, borrow new 
money to repay the old debt when due. This is referred to as refunding. 

Interest on bonds is a business expense. Since it must be paid at 
regular intervals, it is often referred to as a fixed charge. The bond¬ 
holders are creditors; if the corporation does not pay interest or princi¬ 
pal when due, the bondholders may petition to have the corporation 
declared bankrupt. Interest, therefore, differs from the dividend pay¬ 
ments made by corporations. Dividends are not an expense; they are a 
share of the profits and are paid at the discretion of the directors. The 
stockholders, as owners, can express their dissatisfaction with financial 
results only b\' seeking to change the directors or policies of the corpo¬ 
ration, or by selling their shares. This explains why the bonds of a cor¬ 
poration are normally a safer investment than its stocks. 

Problems of Corporate Finance 

A corporation has three ways, then, of raising additional capital: re¬ 
investing profits, issuing more stock, or issuing bonds. Each method has 
its advantages and disadvantages. 

Issuing more stock is less risky than selling bonds, because no fixed 
charges are created and no debt has to be repaid. If the stock is bought 
by new stockholders, the risk is being spread over a larger number of 
investors. The disadvantage is that profits will have to be divided 
among a larger group. Control of the corporation will also be more 
scattered. These disadvantages will be reduced if preferred stock is 
sold instead of common stock. But then the common stockholders take 
the risk of having to wait for their dividends until the rights of the 
preferred stockholders have been fully met. 

If the profits from the use of the additional capital are likely to be 
large, it may be wise to issue bonds instead of stock. The interest 
charges will be smaller than the dividends which would have to be paid 
on new stock, and more profit will be left for the existing stockholders. 
If expectations are not realized, however, the interest charges will be 
an added expense and will keep profits down. 

The corporation may be able to avoid issuing new securities—stocks 
or bonds—by reinvesting some of tlie profits. This reduces the amount 
of dividends which can currently be paid to the stockholders. The stock- 
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holders may not mind this sacrifice if later profits and dividends should 
prove large; but there is no guarantee that this will happen. 

These problems would be easy to resolve if it were possible to know 
in advance the results of the investment of the additional capital. There 
is no way to know this, however; it becomes a matter of judgment based 
upon experience. The management of the corporation bases its decision 
upon its analysis of business conditions. One consideration will be what 
they expect the future course of business to be. Another factor will be 
whether those who have funds to invest will be willing at that time to 
buy particular kinds of securities. This brings us to a study of how secu¬ 
rities are sold. 


Exercises and Activities 
I Diction ary of Economic Terms 


bond 

common stock 
corporate officer 
corporate director 
corporation securities 
credit instrument 
cumulative preferred 
stock 

date of maturity 


debenture 
dividend 
face value 
fixed charge 
interest 
liquidation 
mortgage 
mortgage bond 


no-par-value stock 
par value 
preferred stock 
principal 
promissory note 
rate of interest 
redemption 
refunding 
undivided profits 


II Questions and Problems 

1) (a) Compare the responsibilities of the directors and the officers of a 
corporation, (b) It is not uncommon for one person to be director 
in several corporations. It is most uncommon for one person to be 
an officer in more than one. Why? 

2) Copy and fill in the table below, comparing the rights of holders of 


difi[erent types of corporate securities: 



Common 

Cumulative 


Stock 

Preferred 

Bonds 


Relation of security holder to cor¬ 
poration (owner or creditor) 
Type of income 
Order of payment 
Limits in amount of payment 
Remedies in case of nonpayment 
Right to vote 

Order of repayment in case of in¬ 
solvency 

Limit to amount of payment if in¬ 
solvent 
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3) The XYZ Corporation has the following securities outstanding: 3000 
shares of no-par value common stock; 1000 shares of preferred, par 
value $100, dividend rate 8%; 40 bonds, face value of $1000, in¬ 
terest rate of 4 percent, (a) How much is paid per bond? (b) There 
are profits of $26,000 after payment of all expenses, including inter¬ 
est on bonds. The Board of Directors declares all but $3000 as divi¬ 
dends. How much is paid to each share of preferred stock? To each 
share of common stock? 

4) If the XYZ Corporation in the previous question were to become in¬ 
solvent after failing to pay bond interest for two years, what would 
each shareholder and bondholder receive in liquidation proceeds if 
the assets were sold for $143,200? 

5) Suppose you have $1000 to invest, (a) Which of the three main 
types of securities would you rather buy? Why? (b) Would your 
answer be different if you had $1,000,000 to invest? Explain. 

6) State an advantage and a disadvantage of each of three methods of 
raising additional capital in a corporation. 

7) Bankruptcy has resulted from the overissue of bonds, (a) Why? 
(b) Suppose stock had been issued in place of the bonds, would 
bankruptcy have been less likely? Explain. 

8) Comment on this advice: ‘‘An eight-percent bond—look out; an 
eight-percent stock—look it over.'' 

Ill Things To Do 

1) More corporations are incorporated in the little state of Delaware 
than in any other state of the Union. Find out what there is about 
the Delaware laws that so attract corporations. For sources of infor¬ 
mation try Frankenstein, Inc. by I. Maurice Wormser (McGraw- 
Hill), or some book on corporation finance. 

2) Bring to class a certificate of stock or a bond. Point out the important 
parts of their contents. 

3) Bring to class a corporation charter, (a) Show how it illustrates some 
of the points made in this lesson, (b) Is there anything else in the 
charter that is of interest? 

4) Find news items in the financial pages of the newspaper reporting 
changes in corporate managements or earnings. Explain them to the 
class. 


LESSON 



SELLING SECURITIES 


Marketing New Securities 

The corporation seeking new capital through the sale of securities 
faces selling problems. The type of security issued will be based partly 
on the wants of prospective buyers. The new issue must be announced 
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and advertised, investors must be sought out and convinced, and the 
actual transfer of o\vnership must be made. 

The small corporation ordinarily does not sell securities to the public. 
If the need for additional capital arises, more money is invested by the 
owners or by individuals whom they know and solicit. The small cor¬ 
poration thus sells its securities directly to the investors. Larger corpo¬ 
rations may also follow, but to a more limited extent, the practice of 
selling securities directly to the investor. This method of selling secu¬ 
rities is known as direct selling or direct placement. 

The selling of corporate securities is made simpler and less expensive 
if a large investor, such as an insurance company, buys directly all, or 
a considerable portion, of a corporate issue. Direct placement also oc¬ 
curs when corporations offer securities to employees on the basis of part 
payments deducted from wages. This gives employees an opportunity 
to invest without large outlay, provides an automatic form of savings, 
and may serve to give them a more personal interest in the enterprise 
for which they work. Direct placement also occurs when a corporation 
issuing additional shares offers them first to the existing stockholders. 

Most of the selling of corporate securities is done through financial 
middlemen, of whom there are many kinds. The business enterprise 
which specializes in the sale of newly issued securities is called an in¬ 
vestment bank. 

Investment-banking firms generally maintain offices in the financial 
centers of the world, the Wall Street section of New York City, for ex¬ 
ample. They know, and are known to, important investors like insurance 
companies, banks, trustees of estates, wealthy individuals, and other 
large dealers in securities. Their staff is expert in all matters pertaining 
to the issue and sale of securities, and advises the corporate directors at 
all stages of the financial operation. Many large corporations have mem¬ 
bers of these banking firms on their boards of directors. 

The investment bank may simply sell the securities for the corpora¬ 
tion and receive a fee or commission. It is more usual, however, for the 
bank to guarantee the sale of the entire issue. This is called underwrit¬ 
ing the issue. Suppose the corporation intends to issue the stock at $100 
a share; the underwriting firm may immediately give it $98 per share 
for the entire issue. The $2 difference, minus selling expenses, is the 
profit of the underwriter. The corporation gets the capital immediately, 
and the underwriter assumes the risks of not being able to sell all of the 
issue at the expected price. When an issue is so large that one invest¬ 
ment banker cannot underwrite it alone, a temporary combination of 
several investment banking firms may be formed for the purpose, with 
each agreeing to take part of the issue. Such a combination is called a 
syndicate. 
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Investment bankers sell securities by advertising in the financial sec¬ 
tions of newspapers, also by circularizing, and sending salesmen to, 
those known to be possible investors. Neither the corporation nor the 
underwriter guarantees anything to the investor. It is true, however, 
that reputations for skill in analyzing investments, and for honest deal¬ 
ings, have made the names of established banking houses mean a great 
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The chart at the left shows the channels through which a new stock issue may 
move from the issuing corporation to an individual investor. It may involve 
an investment banker as middleman or, in some cases, may be by direct 
placement. The chart at the right shows how the securities exchange may be 
used if an investor wishes to sell his shares once they have been listed. Note 
that dealings on an exchange must be through broker members acting as 

middlemen. 


deal to investors. Some protection is also given investors through the 
activities of Better Business Bureaus and by legislation. In the final an¬ 
alysis, however, it is up to the purchaser of securities to beware of the 
unknown enterprise with golden promises and glib salesmen. 

The left side of the diagram on this page outlines the steps, described 
above, in selling new securities. The right side of the diagram shows in 
simplified form how securities are sold and bought after their original 
issue. Most of the trading in securities is of the second type, which is 
described below. 



















182 


[Units 


Operations of Business 

The Function of Securities Exchanges 

One of the main reasons that people are willing to buy the securities 
of established, financially sound corporations is the fact that it is easy 
to resell these securities quickly whenever their owners want to or need 
to do so. An open and continuous 7Jiarket for securities is an advantage to 
both corporation and investor. By this is meant a situation in which 
(1) details of all security sales are immediately available to all inter¬ 
ested people, and (2) there is always a seller ready to sell at a stated 
price, and at the same time there is always a buyer ready to buy at a 
stated price. A securities exchange provides such a market. 

A securities exchange is an association of individuals organized for 
the purpose of buying and selling securities. As members of the ex¬ 
change, these individuals have the exclusive right to direct use of the 
facilities of the exchange. Other persons who may wish to trade in the 
securities handled on the exchange can do so only through the mem¬ 
bers, who collect a fee for this service. Seats, or memberships, on the 
exchange are limited to a specific number. After the exchange has been 
organized, a person can become a member only by buying a seat from 
one of the members. All members must meet the standards set by the 
exchange as to character and financial standing. 

The largest securities exchange is the New York Stock Exchange, 
sometimes called the ‘'big board.” x4nother large one is the New York 
Curb Exchange, so called because it originated from trading done out- 
of-doors in the financial section. Boston, Cleveland, San Francisco, and 
other large American cities have exchanges, as do financial centers in 
other parts of the world, such as London, Paris, and Calcutta. 

Some members of an exchange act as brokers; they buy or sell for in¬ 
dividuals who are not members of the exchange, and receive commis¬ 
sion as compensation. They do not themselves own the securities which 
they handle; they are merely agents for the buyers and sellers. Other 
members, who are called dealers, buy and sell securities in much the 
same way as merchants in other business fields. Either as brokers or 
as dealers, the members of an exchange have the advantage of being on 
the spot, able to react quickly to changing prices. Buyers and sellers 
need have no concern about exchange members' ability to fulfill obliga¬ 
tions; their credit is certified by the exchange. 

The value of an organized market such as a securities exchange is 
that it makes all the details of arranging a contract of sale completely 
standard, except for one thing, the price of the security. Only shares of 
corporations which have successfully applied for listing may be traded 
in. Onh’ shares which are issued in large number are likely to be listed, 
so that it is almost impossible for one individual to buy all the shares, 
and thus corner the market. The exchange is open for trading only dur- 
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ing specified hours. All deliveries of stock sold, and all payments for 
stock bought, must be made by the third business day following the 
transaction; for example, Monday’s transactions must be settled by the 
close of business on Thursday, unless legal holidays intervene. Bonds 
are traded in separately and are subject to special rules and regulations. 
These and other standardized rules make it possible for securities trad¬ 
ers to focus attention exclusively on prices, which change frequently. 
Purchases and sales must be in round lots, usually in hundreds of 
shares. If an individual wishes to buy odd lots (not in units of one- 
hundred), the order would need the service of an odd-lot broker who 
combines small orders in lots of a hundred and charges an extra com¬ 
mission for the service. Prices are uniformly quoted in dollars and 
eighths of dollars. Thus, a share may sell for 15/4, which is $15.25 per 
share, and it would take $1,525.00 to buy 100 shares. 

As transactions are completed, they are immediately recorded on the 
ticker, a telegraphic device which transmits messages from the floor of 
the exchange to offices of brokers and others throughout the country. 
For each transaction the ticker states the name of the corporation, the 
number of shares sold, and the price at which the sale was made. This 
is what makes the market an open one; all transactions are immediately 
known to all interested people. 

Whenever a sale of securities is made, the name of the new owner is 
registered in the books of the financial institution which is acting as 
registrar for the corporation which issued the securities. Thus, there is 
assurance that the right persons will receive notices of stockholders’ 
meetings and payments of dividend or interest. 

Speculation in toe Securities Exchange 

The term investor is often used to indicate a person who buys secu¬ 
rities in order to get an income—dividends or interest—from the own¬ 
ership of the securities. When he sells the securities, the reason is gen¬ 
erally that he needs the cash or is dissatisfied with the income from this 
investment or has found a better investment. He is distinguished from 
the speculator, a person who buys securities for the purpose of making 
a profit from changes in the prices of the securities. Most of the trading 
on securities exchanges results from speculation rather than from in¬ 
vestment. 

Trading in securities has a terminology as colorful as that of sports. 
A bull is a speculator who buys stock witli the expectation of selling it 
when the price has gone up. During the time he holds the stock, he is 
in a long position in the market. A bear is a speculator who sells short 
in anticipation of a price drop, and places himself in a short position in 
the market. This means that the bear sells shares at one price, expecting 
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to be able to buy them later at a lower price; the diflEerence will be a 
profit. Since the rules of the exchange require delivery of the stock 
within three days, he borrows the stock through his broker, paying a 
fee for this service. Later he covers his short sale; that is, he buys the 
stock which he must return to the person from whom it was borrowed. 

Every speculative transaction thus has two parts. The bull must even¬ 
tually sell what he has bought, while the bear must eventually cover 
the short sale. In both cases, the profit depends upon the speculator s 
having judged correctly as to whether the price would go up or down. 
It is the business of the speculator to accept the losses which come 
from mistaken judgments, as well as the profits resulting from good 
judgments. 

It is this speculative buying and selling which makes the exchange a 
continuous market. The more speculation, the easier it is for anyone to 
buy or sell a particular security at the time he wishes to do so. Specu¬ 
lation is carried on to make profits for speculators, but it has the effect 
of encouraging investment. 

Credit in Exchange Transactions 

All transactions on a securities exchange are on a cash basis. Pur¬ 
chases must be paid for, and securities sold must be delivered, by the 
third business day following the transaction. 

Nevertheless, it is possible for people to buy stocks on credit, through 
an arrangement known as buying on margin. The margin is the propor¬ 
tion of the purchase price which must be paid in cash. Mr. Jones, for 
example, orders his broker to buy 100 shares of stock at $40 a share. The 
broker agrees to accept $3000 in cash, giving Mr. Jones credit for the 
remaining $1000. Mr. Jones is buying on a 75-percent margin. The bro¬ 
ker has to pay the full $4000 for the securities, however. He borrows the 
needed $1000 from a bank, leaving the 100 shares of stock as security 
for the loan. Ordinarily, the risk for the bank is small, because the bank 
can sell the stock to recover the loan. Danger would arise only if the 
price were to fall toward $10 a share, the part not covered by the mar¬ 
gin. The higher the percentage of margin, the smaller the risk for the 
bank. In much the same way, selling short can also be done on margin. 

Loans made by banks for stock-market transactions, with the secu¬ 
rities held by the banks as protection against loss, are called brokers* 
loans. Such loans are made subject to repayment in twenty-four hours 
if the banks should so request, and are therefore also known as call 
loans. The smaller the amount of margin required from speculators, 
the more speculation can take place. On the other hand, if credit for 
speculation is tightened and margin requirements are increased, the 
scale of speculation will decline. Because of the important eflFects 
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which stock-market speculation can have on the business world, brok¬ 
ers’ loans and margin requirements are regulated by the federal gov¬ 
ernment, through the Board of Governors of the Federal Reserve 
System. (See Lesson 49.) 


Exercises and Activities 
I Dictionary of Economic Terms 


bear 

broker 

brokers* loans 
bull 

call loans 

corner the market 

dealer 


direct placement 
investment bank 
investor 
listing 

long position 
margin 
odd lot 


open and continuous 
market 

seat on the exchange 
securities exchange 
short sale 
speculator 
ticker 


II Questions and Problems 

]) Explain under what circumstances securities are sold (a) directly 
to the public, (b) through an investment banker. 

2) (a) Why is the investment banker called “a middleman of finance”? 

(b) List the chief services rendered by investment bankers, (c) Ex¬ 
plain how savings banks and insurance companies perform similar 
services. 

3) In each of the following cases describe the method most likely to 
be used in raising the needed capital: (a) The A Corporation, a res¬ 
taurant operator, needs $2000 to redecorate, (b) The B Corpora¬ 
tion, operating a chain of cafeterias, needs $100,000 to open an ad¬ 
ditional unit, (c) The C Corporation, operating a nation-wide chain 
of restaurants, needs 30 million dollars to buy the ownership of a 
competing chain. 

4) List and explain briefly the social services rendered by an organized 
securities exchange. 

5) What is the advantage of having securities listed (a) to the corpora¬ 
tions issuing them? (b) to the investors buying them? 

6) (a) Explain, with examples, the difference between investment and 
speculation, (b) Explain what is meant by “buying on margin.” 

(c) Explain what is meant by “selling short.” 

7) Mr. B bought 100 shares on the exchange when they sold for $50 
a share. He deposited $3750 as margin with his broker. At the same 
time Mr. S sold short 100 shares at $50 a share and deposited $3750 
with his broker. One month later, when the price per share was $40, 
Mr. B and Mr. S. both instructed their brokers “to cover, (a) Who 
was the bull and who was the bear in this instance? Explain, (b) 
Who gained and who lost? How much? (Disregard commissions. 
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taxes, and other expenses.) (c) Whose broker would have been 
more likely to ask for more margin? 

8) In 1928 and 1929, a seat on the New York Stock Exchange cost 
about a half million dollars, whereas since that time seats have sold 
for as low as $40,000. Why? 

Ill Things To Do 

1) If possible, visit a securities exchange or a broker's office. Report 
to the class. 

2) Read in The Work of the Stock Exchange by J. E. Meeker (Ronald 
Press, Revised, 1930), pp. 157-174 (a typical transaction), and pp. 
175-201 (margin buying and short selling). 

3) Interview an adult who has invested or speculated in securities. Ask 
him to summarize some of his experiences. Report to the class. 


LESSON 



INVESTMENT AND 
SPECULATION 


The Market Value of Securities 

The market value of a security is the price it brings in an actual sale. 
Where there is no market or no sale, one can only guess what price 
the security might bring. Thus, the shares of small corporations, held 
by a few^ owners, will have an estimated value, but probably not a mar¬ 
ket value. 

For listed securities, traded upon an organized exchange, it is easy to 
secure an exact market value because the prices at which sales have 
been made are recorded and published. Prices of transactions are trans¬ 
mitted immediately by ticker and cable to brokerage and financial 
houses all over the world. Each day’s prices are summarized in the fi¬ 
nancial pages of the newspapers that night and the next morning, and 
short summaries and quotations on selected shares are broadcast over 
the radio. 

Sales of securities also take place outside the organized exchanges. 
In financial centers direct trading among dealers in both listed and un¬ 
listed securities is done mostly by bargaining over the telephone. Many 
of the prices bid by buyers and asked by sellers in such trading are reg¬ 
ularly reported in the press under the heading of over-the-counter 
market. A good deal of private buying and selling of securities also 
takes place without any reporting of the prices involved. 

The lists on page 189 were taken from the financial pages of the 
New York Times on Tuesday, August 9,1949. They show the form used 
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in reporting securities quotations pertaining to trading on the previous 
day, Monday, August 8,1949. 

To find quotations for a share listed on the New York Stock Ex¬ 
change, one would look for the abbreviated title of the corporation in 
the alphabetical list. (Elsewhere in the paper is a list of shares which 
were not traded in, together with the prices bid by buyers and those 
asked by sellers.) For example, we find in the list the shares of the 
American Telephone and Telegraph Company (Am Tel and Tel). We 
read in the first two columns that the range in 1949 was from 150^ to 
138; that is, the highest price at which a share had been sold during the 
year, so far, was $150.62/2 cents, and the lowest price was $138. The 
small “9” following the name of the corporation informs us that the 
share has paid $9 a year in dividends. (In some cases a small letter or 
symbol refers to notes at the end of the quotations, which provide fur¬ 
ther details about the dividend payments.) The first column to the right 
of the name informs the reader that 94 lots of 100 shares each were 
traded that day. Then there follow four columns of price quotations. 
The first price, or opening price, in the first column, tells us that the 
first sale that day was made at 143/8. The next two columns give the 
range for the days trading. The highest price was 144^8, and the lowest 
was 143/8. The column headed “Last” gives the closing price, or the 
price of the last sale before the exchange closed, 144/8. The last column 
is headed “Net Change,” which is the difference, plus or minus, be¬ 
tween the closing price on this djay and the closing price on the last 
previous day of trading. The “plus in this case means that the closing 
price was 62% cents higher than it had been on Friday, August 5th, the 
last previous day the exchange was open. 

Bond quotations are listed separately. From the list shown it will be 
observed that except for the omission of an opening price, the facts 
given are much the same as for shares of stock. Large corporations often 
issue and list several types of shares; this is true of bonds as well. The 
American Telephone and Telegraph Company has eight different bond 
issues listed. The first of these, for example, carries 3/8 percent interest, 
and the date of maturity is 1959. During 1949, the price of these bonds 
has ranged from 112/4 or $1122.50, per bond of $1000 face value, to 
106^, or $1063.75. On this day 619 bonds were sold at prices ranging 
from a high of 112)i ($1122.50 per $1000 bond), to a low of 111% 
($1115.00 per $1000 bond); the closing price was 112/4, or “plus Js” 
compared to the closing price of the previous day. 

Quotations on the over-the-counter market are given by stating the 
prices currently being bid by buyers and being asked by sellers. Con¬ 
sulting the clipping given, we note that shares of the American Optical 
Company, paying $2 per share in dividends, were bid for at $33, and 
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that sellers were at that time asking $35. The market value of the share, 
on the basis of such data, could only be estimated to be between $33 
and $35 per share. 

Factors in Market Value 

The market value of a security is determined by supply and demand. 
If more shares are offered at a given price than are wanted at that price, 
the price will decline. If more shares are wanted at a given price than 
are offered at that price, the price will rise. The factors influencing the 
decisions to buy or sell a particular security at a particular price are 
many, varied, and complex. Any event affecting the safety of the invest¬ 
ment, or the dividend or interest payments on the investment, influ¬ 
ences people to buy or sell securities. These may be events applying 
only to the particular enterprise, or they may be events applying to en¬ 
terprises and securities in general. Continuing losses by a particular 
business may make that company’s investors willing to sell their shares 
at lower prices. A depression may cause a general desire to sell secu¬ 
rities, and hesitation about buying, so that all security values will be 
lowered. 

Buying and selling of securities are based largely upon expectations 
for the future. Although a corporation’s previous record of profits and 
dividend payments will be carefully studied by careful investors, their 
decisions about buying and selling the corporation’s securities will be 
based mainly on their judgments as to future developments. Moreover, 
over a period of time, the values of securities tend to move upward or 
downward together. Optimism or pessimism on the part of the business¬ 
men, investors, and speculators as to what the future will bring may be 
expressed in a general willingness to buy or sell. Securities values also 
move together because of business interrelationships. If, for example, 
automobile corporations find business slow and lay off thousands of 
workers, the action may stimulate the selling of shares in steel corpora¬ 
tions, since the automobile industry uses a large proportion of the steel 
produced. The anticipated decline in retail business, because of the 
workers’ loss of buying power, may create pessimistic opinions re¬ 
garding the future of other businesses depending upon consumer pur¬ 
chases. The effect may be a general decline in the prices of securities. 

Readiness to buy or sell depends also on the purpose of the buying 
or selling. An investor may be satisfied if the security he buys, backed 
by sound properties, and with a long history of regular dividend or in¬ 
terest payments, continues to pay an income in the future, regardless 
of changes in the market value of the security. He will not ignore 
changes in market price, but his primary concern will be to get a steady 
income. The speculator, on the other hand, may be willing to trade in 
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Range 


1949. 

High. Low. 

Stock and Div'd 
In Dollars. 

Sis. 

100s. 

First. 

High. 

Low. 

Net 

Last. Chge. 

271/2 

211/4 

Am Stores 1.40a.. 

. 1 

2614 

261/2 

2614 

2614- 

14 

3714 

313^ 

Am Sug Ref 4g. .. 

. 2 

365/8 

365/8 

363/8 

363/8- 

14 

126/2 

120 

Am Sug pf 7. 

. 1 

1235/8 

1235/8 

1235/8 

1235/8 + 

Vs 

183/8 

16 

Am Sumat Tob 2. 

. 0 

18 

18 

18 

18 


1505/8 

138 

Am Tel A Tel 9... 

,. 94 

1435/8 

14414 

1435/8 

14414 + 

Va 

711/2 

6014 

Am Tobacco 3a xa 

. 9 

70% 

7114 

703^ 

71 + 

14 

63 

497/8 

Am Viscose 214g.. 

. 13 

59 

591/2 

59 

59 + 

Va 

120 

11714 

Am Viscose pf 5.t. 

1 

120 

120 

120 

120 + 

H 

81/8 

63/4 

Am Wat Wks .30g 

. 1 

75/8 

75/8 

75/8 

75/8 . 


385/8 

215/8 

Am Woolen 4. . . . 

. 49 

2614 

27 

2614 

267/8 + 

14 

80 

593/4 

Am Wool pr pf 4.. 

. 1 

65 

65 

65 

65 


65/8 

41/2 

Am Zinc LAS .20g. 

.. 21 

614 

65/8 

6/2 

65/8 + 

14 

62 

481/2 

Am Zinc pr pf 5.t. 

. 20 

61 

61 

61 

61 + 

1/2 

35!4 

2514 

Anaconda C 114g.. 

. 38 

2914 

291/2 

2914 

293/8 + 

/4 

35/8 

2214 

Anacon W A C Igt 

.390 

27 

28 

27 

28 + 

114 

351/2 

2514 

Anchor Hock Gl 2. 

.. 7 

35 

35 

35 

35 


105 

991/2 

Anch H Gl pf 4. . . 

• t 10 

105 

105 

105 

105 + 

14 

551/4 

4814 

Anderson Clayt 3. 

. 2 

511/2 

5114 

5114 

5114 + 

14 

233/4 

153/8 

A id-Prich Oil ia.. 

. 47 

203^ 

2114 

203/i 

2114 + 

^4 


BONDS—New York Stock Exchange 


Range 

1949. Sales In Net 


High. 

Low. 


$1,000. 

High. 

Low. 

Last. Chge. 

92 

76 

Am A FOR P 5s 2030. 

. 4 

86 

853/4 

86 + 

’/4 

11214 

1063/8 

Am T A T 3/8S 59.... 

.619 

112/4 

111/2 

112/4 + 

/s 

10114 

94 

Am T A T 27/8S 87.... 

. 27 

101/4 

1005/8 

101/4 + 

/2 

1103/8 

103 

Am T A T 2 V 4 S 57.... 

. 48 

IO6/2 

106 

106/2 + 

Va 

104/2 

101/8 

Am T A T 234s 661... 

. 82 

104/2 

104/8 

104/2 + 

14 

995/8 

94/2 

Am T A T 23/is 75.... 

. 8 

995/8 

9954 

9954 . 


997/8 

92 

Am T A T 234s 80.... 

. 17 

997/8 

9934 

9934 + 

Va 

99 

92 

Am T A T 234s 82... . 

. 3 

99 

99 

99 + 

Va 

965/8 

88/4 

Am T A T 25/8S 86 .... 

. 37 

965/8 

96/4 

96/4 + 

/4 

1047/8 

103 

Am Tobacco 3s 62. . .. 

. 9 

10434 

10454 

10434 + 


813/4 

79/2 

Ann Arbor 4s 95. 

. 2 

79/2 

79/2 

79/2 . 


12814 

1225/8 

A T A S F 4s 95. 

. 8 

128/4 

128 

128 



OVER-THE-COUNTER QUOTATIONS 


ABC Vending (80c). 

. 85/8 

954 

Abitibi PowAPap (b25c). 

.10/4 

11/4 

Aetna Stand Eng (b50c). 

. 9/8 

9/8 

Am Hardware (1). 

.19/4 

21/4 

Am Maize (1). 

.15/2 

17/2 

Am Marietta (1). 

. 10 

11 

Am Optical (2). 

.33 

35 

Am Wringer (b75c). 

. 6/2 

8 

Arden Farms (b75c). 

. 9/4 

10/4 

Argo Oil (b35c). 

. 814 

9/4 


Securities quotations: Enlarged reproductions of quotations for stocks and 
bonds in the New York Stock Exchange and the over-the-counter market as 
they appeared on the financial pages of the New York Times on Monday, 

August 8, 1949. 
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the shares of a corporation with a poor record of profits and dividends, 
if he has reason to believe the shares will change in market value within 
a relatively short period. If he anticipates a rise in value, he can buy the 
shares; if he anticipates a drop in value, he can sell them short. That is 
not to say that the speculator eagerly searches for unsafe investments; 
he prefers a safe investment, and he will consider earnings. However, 
the prospect of a change in market value in a relatively short period is 
his main concern. 

Having advance, or “inside,” information of an event that will cause 
a change in the market value of a security is of great use to the specu¬ 
lator. Suppose, for example, he learns that a particular corporation is 
going to receive profitable government contracts. Believing that the 
news will encourage investors to purchase this company's shares, he will 
immediately buy some shares. Upon the public announcement of the 
aw^arding of the contract, if he was correct in his expectation that it 
would cause a demand for the share and a rise in prices, he will be in 
the position to take his profit by selling the shares at higher prices than 
he paid for them. Similarly, if a speculator learns ahead of other people 
that a certain company's financial report is going to be unfavorable, he 
can profit by selling that company's shares short. 

It has sometimes been possible for groups of speculators to create 
artificial conditions making for price increases or decreases; this is re¬ 
ferred to as rigging the inarket, A group of secretly cooperating specu¬ 
lators, known as a pool, may take turns buying a particular share, so as 
to create an unusually large amount of buying. This tends to raise the 
price of the share, and encourages other people to buy these shares. 
After the price has risen, the pool quickly sells its holdings, and the 
price drops sharply. Those outside the pool, who purchased on the basis 
of price increases, may find themselves facing a considerable loss. A 
pool of speculators can also force the price of a security down by sell¬ 
ing short. When other speculators, discouraged by the drop of price, 
decide to sell, the pool can buy the security at bargain prices. Rigging 
the market is contrary to the rules of the exchanges and is forbidden by 
law. Nevertheless, the practice is difiicult to control completely, and un¬ 
informed speculators may suflFer losses as a result of such manipulations. 

Comparing Investment Yields 

One of the most important factors influencing investors in their buy¬ 
ing and selling of securities is the yield, that is, the rate of return on the 
investment. The yield on any investment is calculated by dividing the 
income derived from the investment by the price paid for the invest¬ 
ment. If a person has paid $50 a share for some stock, and receives an- 
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nual dividends of $3 per share, his yield is $3 divided by $50, or 6 per¬ 
cent. An6ther person may be getting an annual dividend of $4 on shares 
which cost him $100 each; his yield would be only 4 percent. 

With reference to the securities of the American Telephone and Tele¬ 
graph Company, as reported in the newspaper listing shown above, 
which was the better investment, the bond or the stock? The bond car¬ 
ries interest of 3/8 percent; on a face value of $1000 it pays $31.25 per 
year. If bought on August 8, 1949, at the market price of $1122.50, its 
yield was as follows: 


Annual Income _ $31.25 
Market Value $1122.50 


2.8 percent, or the yield on the bond. 


The share of stock received a dividend of $9 on a market value of 
$144.12/2 per share. The yield is computed in the same way as follows: 


Annual Income _ $9.00 
Market Value $144.12)2 


6.2 percent, or the yield on the share. 


Income, as measured by yield, is only one consideration, however; 
the prospective investor would also consider safety and the prospects 
of future changes in market value and income. Many investors prefer 
bonds, with lower yields, to stocks, with higher yields. Generally, yields 
are lowest on securities which are least risky. Thus, in 1948, the average 
yield on United States Treasury Bonds was 2.44 percent; on corporate 
bonds, 3.08 percent; on preferred stocks, 4.13 percent; while on com¬ 
mon stocks it was 5.6 percent. It must not be assumed, however, that 
the degree of risk can be judged merely by measuring the yield. To 
make a sound decision, the investor must know all the facts about the 
financial status of the company, and about the factors which may affect 
its future earnings. 


Protecting Investors 

Investors are protected against sales of fraudulent securities and 
speculative rigging of prices, partly by the rules and regulations set by 
the exchange, and partly by federal and state laws. Many states have 
blue-sky laws, which prohibit fraud in the issue and trading of secu¬ 
rities; the lack of uniformity, however, among the corporation laws of 
the forty-eight states has limited the value of this protection. A uniform 
incorporation law, to reduce the possibilities of abuse in security issue, 
has been recommended frequently. 

Following the disastrous crash of market values starting in 1929, the 
Federal government in 1933 undertook the regulation of the issuance of 
new corporate securities. It created a commission, now known as the 
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Securities and Exchange Commission (SEC), which was given the 
power to require corporations issuing more than a given value in shares 
to file a registration statement with the Commission. This statement 
gives information about the proposed issue of securities, the purposes 
for which the new capital will be used, details of previously issued se¬ 
curities, financial statements of the corporation, and the salaries of the 
officers. The statement is available to the public at a small charge. The 
Commission does not, however, guarantee the desirability of the issue 
as an investment, or even certify that all statements in the registration 
statement are complete and accurate. Thus, despite the fact that an is¬ 
sue of securities has been registered with the SEC, the prospective in¬ 
vestor must decide for himself whether the investment is a good 
one. 

In 1934 the SEC was also given the job of supervising certain activ¬ 
ities on the securities exchanges. As a result of the rules established by 
the SEC, all listed securities have to be registered; holdings of directors 
and officers must be reported to the Commission; the trading activities 
of directors and officers in the shares of the corporation with which they 
are associated are regulated and limited. Short sales on exchanges are 
subject to investigation by the Commission, and manipulation of prices 
is prohibited. There are also minimum margin requirements, but under 
the supervision of the Board of Governors of the Federal Reserve 
System. 

Although the SEC and other protective agencies exercise some con¬ 
trol over the capital-raising activities of corporations and over the prac¬ 
tices followed in the day-to-day trading in securities, the investor still 
carries the burden of investigation and analysis of alternative invest¬ 
ments that are proposed to him. To a great extent the rule still is, “Let 
the investor beware!” 


Exercises and Activities 
I Dictionary of Economic Terms 

blue-sky laws over-the-counter market rigging the market 

market value registration statement yield 

II Questions and Problems 

1) (a) ‘"Market value is the price at which a sale of the security is made 
on the exchange.” Explain, (b) Why is market value different from 
par value? 

2) Below is an excerpt from the New York Stock Exchange quotations 
as they appeared in The New York Times, March 18, 1950. 
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Range 

1950. 

High. Low. 

Stock and Div*d 
in Dollars. 

Sis 

100s. First. 

High. 

Low. 

Last. 

Net 

Chge. 

181/a 

131/4 

DANA CP la... . 

.37 

18 

181/8 

1734 

177/8 

- 1/8 

24 

213/4 

Davison Ch VA.. 

. 3 

231/4 

231/4 

231/4 

231/4 

— 3/1 

345/8 

297/8 

Dayt P* L2.. .. 

.14 

343/8 

345/8 

341/4 

345/8 

+ V'8 

15^8 

11’/4 

Dayton Rub .15e. 

. 7 

15 

15 

143/4 

143/4 

-3/8 

10 

81/4 

Decca Rec 14.... 

.29 

91/4 

91/4 

87/8 

87/8 

-3/8 

251/8 

22 

Deep Rk Oil 2.. . 

.12 

243/4 

251/8 

243/4 

25 

i-Vz 

47^/8 

381/2 

Deere <& Co i4e.. 

. .39 

47 

473/8 

467/8 

471/4 

+ 3/4 

36 

295/8 

Del d Hud 4. ... 

. 4 

341/8 

341/8 

34 

34 

-Vi 

103/8 

83/4 

Del Lack A \NV^q 

.10 

93/4 

93/4 

93/8 

93/8 

-Vi 

31 

265/8 

Den d RGW 1e.. 

.. 4 

2734 

273/4 

273/8 

273/8 

-3/8 

571/2 

463/4 

DendRGWpf 5.. 

. 2 

481/4 

481/4 

481/4 

481/4 

+ 1/2 

133/8 

121/8 

Derlw Oil Vie... 
Det Edis 1.20.... 

. 6 

123/i 

123/4 

125/8 

125/8 

-Vi 

237/8 

213^ 

.11 

235/8 

233/4 

235/8 

235/8 


(a) Which share showed the greatest gain for the day? Which shares 
showed the greatest loss? (b) Which share had shown the greatest 
range thus far during 1950? (c) Which share had the highest clos¬ 
ing price? What would 100 shares have cost on that day at this 
price? (d) What dividend had “Del & Hud” paid during 1949? 
(e) Assuming that you bought Deep Rk Oil at the closing price 
shown, and this corporation paid in 1950 the same dividend as in 
1949, what would be your yield? 

3) “Generally yields are lowest on securities which are least risky.” 
(a) Explain, (b) Why is the speculator likely to pay less attention 
to yield than an investor does? 

4) Explain the effect of each of the following events upon supply of, 
demand for, and price of, the corporation’s stock: (a) An oil com¬ 
pany “brings in” a new oil field, (b) A steel company receives large 
war contracts, (c) An air line files patents for an invention reducing 
chances of accidents, (d) An automobile company reports that de¬ 
pression is causing a drop in sales, (e) Congress rejects a bill for 
large-scale public housing, thus disappointing a manufacturer of 
heating equipment. 

5) The New York Stock Exchange said in an advertisement, “Far too 
many people depend upon sources of financial information which are 
no more reliable than a fortune teller.” Explain the significance of 
this statement to (a) investors, (b) the community. 

6) (a) Explain two methods by which market prices for securities have 
been manipulated, (b) How are securities exchanges regulated? 

7) “The SEC is the policeman of the financial world.” (a) Explain this 
statement, (b) How have state governments done similar work in 
protecting investors? 

Ill TfflNGs To Do 

1) (a) Assume you have $10,000 to invest in securities. On the b.^sis 
of price quotations in the financial section of your daily newspaper, 
plan your investment. At the end of one month compute your gain 
or loss, (b) Keep a graph of daily price fluctuations of the securities. 

2) Hold a debate on this subject: Resolved that speculation should be 
prohibited. 

3) Look up the market prices of two stocks. Give as many possible rea¬ 
sons as you can for the difference in prices. 










LES S O X 


THE BUSINESSMAN AND 
HIS BANK 


Short-term Credit 

Previous lessons have explained that business enterprises secure long¬ 
term capital from owners and creditors, through the sale of stocks and 
bonds. This long-term capital is used to buy land, buildings, machinery, 
and other properties which will last a long time. 

Business needs also a supply of capital to be used for purchasing raw 
materials, paying labor, and providing for the other current expenses 
of the business. This supply of capital is required for short periods at a 
time, and is called short-term capital. Let us suppose that it takes a 
manufacturing concern six months to turn raw materials into finished 
goods, to sell them, and to collect payments from customers. In a six- 
month period, the capital used to buy raw materials, to hire labor, and 
to pay for other costs of production will come back in proceeds from 
sales. It is therefore appropriate for the business to raise additional 
short-term capital by borrowing for short periods of time. 

When a person receives goods, services, or money in return for a 
promise to pay at a future date, he is receiving credit. Such credit is 
based upon the confidence of the creditor (the one extending the 
credit) that the debtor (the person who owes the money) will have the 
ability and willingness to pay the debt on the due date. 

In the American business world the most usual way for businessmen 
to get short-term credit or capital is through open-book credit, popu¬ 
larly called the charge account. The seller gives the buyer goods or 
services, and records upon his books the obligation of the buyer to pay 
for the goods or services within a stated time. Mr. Jones, for example, 
buys $5000 worth of goods from Mr. Brown on sixty days’ credit. For 
sixty days Mr. Jones has the use of the $5000 worth of goods; during 
that time he can manufacture his products, sell the products, and get 
the money to pay the $5000 debt. 

For greater security the seller may use a credit instrument, which is 
a document giving written evidence of a debt. The type of credit in¬ 
strument used mainly in this country is the promissory note, which is 
a written promise to pay a given amount at a future date, as illustrated 
on page 195. One advantage to the creditor from having a promissory 
note is that if the debtor fails to pay on the due date, the note makes it 
easier to take legal steps to collect the debt. Another advantage is that 
the note, if properly worded, is negotiable; that is, the holder of the 
note can endorse it (sign his name on the back), and use it to pay a 
debt or to borrow from a bank. 


10^ 
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Another type of credit instrument is the draft, which is a written or¬ 
der to the debtor to pay his debt to the creditor at a future date.^ Mr. 
Brown, for example, might write a draft ordering Mr. Jones to pay the 
$5000 in sixty days. If Mr. Jones should indicate his willingness to obey 
this order by signing the draft, it would then be called a trade accept¬ 
ance. The draft then gives the creditor the advantages of the promis¬ 
sory note. Drafts are used in certain industries in this country, and in 
foreign trade. 
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Promissory Note. John Jones, the debtor, is called the maker; Thomas Brown, 
the creditor, is called the payee. This 60-day note is without interest. 


Another very important way in which businessmen get short-term 
capital is by borrowing from banks. A bank which specializes in pro¬ 
viding short-term loans to business enterprises is called a commercial 
bank. Except for savings banks, most banks are commercial banks, re¬ 
gardless of whether they are labeled as "national bank,” “state bank,” or 
“trust company.” As shown in the diagram on page 196, commercial 
banks furnish other services to businessmen, besides making loans. 

The commercial bank accepts business deposits. This serves business 
in two ways: it provides a means of keeping surplus cash safely, and it 
makes possible the use of checks. 

When a businessman deposits money in a commercial bank, he be¬ 
comes the possessor of a checking account and is privileged to draw 
checks. A check is a written order by a depositor to his bank, ordering 
the payment of a sum to a specified person. Unlike a savings account, 
the deposit in a checking account receives no interest from the bank. 
In fact, the bank requires the depositor tu keep at least a minimum bal¬ 
ance in his account. If the number of checks drawn is large compared 
to the balance kept, the bank will charge for its services in the form of 
an activity charge. 


^ The draft may sometimes order payment to a third party, such as a bank. 
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Deposits in checking accounts differ from savings deposits in another 
respect; they must be paid by the bank on demand, that is, by presen¬ 
tation of a check. Hence they are called demand deposits. Savings-bank 
deposits, according to law, may require advance notice of intention to 
withdraw; this requirement is rarely exercised, but savings deposits are 
nevertheless called time deposits. Most commercial banks have a spe- 



The chart depicts the services rendered by the typical commercial bank which 
specializes in serving businessmen. Compare these services with those ren¬ 
dered by the typical savings bank (see Lesson 15). 


cial interest department in which they accept savings deposits. The 
businessman, if he wishes, may keep two accounts in the same bank, 
one to provide him with the convenience of a checking account, and 
one to provide him with interest on savings. 

The commercial bank acts as agent for businessmen in collecting 
debts when there is written evidence of the debt in the form of a credit 
instrument. When a collection is made, the proceeds are added to the 
balance the businessman has on deposit, just as if he had collected it 
himself and made a cash deposit. The bank's charges for the collection 
service are deducted. 

Commercial banks help the businessman when he has to make pay- 
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merits or receive payments in foreign money. They may help him to 
get reports on the credit standing of firms who wish to buy from him 
on credit. Their staff of experts is available to guide him in all matters 
pertaining to finance and investment, and the bank frequently acts as 
his agent in the purchase of securities for investment. 

Another service provided by commercial banks is the renting of safe- 
deposit boxes for keeping securities and other valuables. 

Using Checks 

The use of checks in making payments provides great convenience to 
business; more than 90 percent of all business payments are made by 
check, rather than cash, and many consumer purchases as well are paid 
for by check. Checks eliminate the need for transfers of cash, which 
are expensive and involve danger of loss. Checks also reduce the need 
for keeping large supplies of cash on hand and provide an automatic 
receipt for payments made. 

Suppose, for example, that John Jones must make a payment of $5000 
to Albert Smith for raw materials purchased. If there were no checks, 
he would have to deliver that sum in cash. He would have to engage 
messengers, provide protection, and would worry constantly about pos¬ 
sible loss. Smith would have similar concern about safeguarding the 
cash from the moment he received payment and signed a receipt. In¬ 
stead, provided Jones has the necessary amount in the bank, he may 
draw a check payable to Smith as follows: 
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Check. The drawer of the check, who is making payment, is John Jones. The 
drawee is the bank. The payee, who is being paid, is Albert Smith. 


Jones would not worry if the check were lost in the mail en route to 
Smith. It is made payable to Smith; it must be endorsed by Smith be¬ 
fore it has any money value. Were a stranger to find it and forge Smith s 
endorsement. Smith would lose nothing; the bank or individual accept¬ 
ing it would bear full responsibility. Smith would therefore be unwise 
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to endorse the check before he is ready to turn it over to the bank, or 
to some individual; if a stranger found it already endorsed, he would 
not need to forge an endorsement, and the bank cashing it would have 
no responsibility. If the check never reached Smith, he would notify 
Jones that his bill was still unpaid. Jones, before issuing a new check, 
would order his bank to refuse payment on the lost check, should it 
ever turn up. This practice is called stopping payment. 

Suppose that Mr. Jones, in error, issued the check for $5000 but had 
only $3000 on deposit. When his check is presented for payment, the 
bank will refuse it, indicating that there are “Insufficient Funds.” Mr. 
Smith will now again look to Mr. Jones for payment. To avoid getting 
a check for which there may be insufficient funds, Mr. Smith could ask 
Mr. Jones to take his check to the bank and have the bank certify that 
it is setting aside $5000 to meet that check. Such a check is called a 
certified check. 

Mr. Smith does not have to go to Mr. Jones’ bank in order to cash 
the check. He goes to his own bank and deposits the check, as if it were 
already cash. His bank, through an arrangement known as a clearing 
house, arranges to collect that sum from Jones’ bank. The amount of 
the check is added to Smith’s deposit balance by his bank, and will be 
deducted from Jones’ balance by his bank. 

At the end of every month each depositor gets a statement from his 
bank telling what has been added to, and deducted from, the balance 
he had at the beginning of the month, and how great a balance remains 
at the end. Accompanying the statement is a package of the depositor’s 
checks which were received and canceled by the bank during the 
month. A canceled check is a check which has been stamped by the 
bank to show that it has been paid. These checks provide legal evidence 
of the payment of debts. Provided the businessman makes a notation on 
the check as to the debt which is being settled, he has an automatic re¬ 
ceipt. The endorsement on the back of the check is conclusive proof 
that the payment was received. 

The Clearance of Checks 

Checks go through a process which is known as clearance. After 
Mr. Buyer draws a check on Bank A to pay Mr. Seller, the check is 
deposited in Bank B, Mr. Seller’s bank. This happens many thousands 
of times each day in any large city. Now Bank B must get that check to 
Bank A, which has been ordered to pay it. Almost from the beginning 
of banking, it was obvious that there is waste and danger of loss in¬ 
volved in sending a messenger to deliver the check and get the cash. 
Since so many banks are involved, it would mean many messengers, 
many trips, and many losses. Why net have one messenger from each 
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bank meet at one central place, match checks, and settle all accounts at 
once? Such an organization for settling the obligations of banks to each 
other, arising from checks drawn and collected, is called a “clearing 
house.” 

A clearing house operates in a city or locality and is supported by 
banks which participate as members. How this saves time and duplica¬ 
tion is shown in the diagram below. 


DA Bank owes B Bonk $ 200,000 

2) A Bank owesC Bank 100,000 

3) B •• •• A •• 300,000 

4) .C •• 250,000 

SIC •• •• A •• 100,000 

6)" •• " B •• 50,000 



A clearing house serves as a bookkeeping mechanism to reduce the need 
for transfers of cash, in this example two banks would have their clearing¬ 
house balances increased (A Bank by $100,000 and C Bank by $200,000), 
and one would have it decreased (B Bank by $300,000). 

The amount of cash moving about the city, to and from banks, is re¬ 
duced to a minimum. Each bank has an account with the clearing 
house, and transfers among these accounts are made usually by book 
entries, only occasionally by transfer of cash. Payments are made rap¬ 
idly and efficiently. 

The Federal Reserve System is used to clear accounts of banks in dif- 
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ferent cities. The clearance system enables businessmen to get, with 
a minimum of delay, the proceeds of the checks they deposit. 

Commercial Bank Loans 

Supplying the additional short-term capital needs of businesses is the 
chief function of the commercial bank. Normally business enterprises 
buy raw materials and pay wages out of their invested capital. How¬ 
ever, during the busy season, or when it is decided to expand opera¬ 
tions, additional funds for these purposes may be necessary and will 
have to be borrowed. 

Suppose that Mr. Jones needed approximately $5000 additional to 
purchase raw materials and pay labor. He would apply to the loan de¬ 
partment of the bank in which he keeps his deposit account, and with 
which he regularly does business. The bank has the records of his bal¬ 
ances in the past and therefore already has considerable information 
useful in appraising his ability to repay. They would, however, make 
further investigation, secure additional statements from him, and dis¬ 
cuss with him the purposes to which the loan would be put and the 
possibility of the business’ being able to restore the borrowed sum 
within the time of the loan. 

It is often said that “Credit is based on the three C’s—character, ca¬ 
pacity, and collateral.” The term “character” refers here to the reputa¬ 
tion of the would-be borrower—his honesty, his promptness in paying 
debts, his general ability, and the confidence he inspires in the lender. 
One measure of his character is his previous credit history. For this rea¬ 
son, banks, businessmen, and other lenders insist on references. The story 
is told that J. P. Morgan once refused a loan of $100,000 to a friend, 
but oflFered “to do something just as good . . . Til walk across the 
street with you.” Obviously this would be a subtle way of giving a 
character reference. 

“Capacity” means the ability to repay. If the funds are to be used 
for purposes which, in the given set of circumstances, have a good 
chance of being successful, the lenders have reasonable confidence that 
the borrowers will repay the loans. 

The bank may wish to hold some sort of security or guarantee of re¬ 
payment. For short-term loans it is very common to ask the borrower to 
let the bank hold marketable securities which can be sold in the event 
of non-payment; this type of security is called collateral. Another pro¬ 
cedure is to ask for the guarantee of a responsible individual who will 
be asked to sign the promissory note along with the borrower. Such a 
guarantor is a co-signer, or co-maker. A third practice is to ask for a 
mortgage on some property, such as land, buildings, or machinery. 
When agreement has been reached on the terms of the loan, a loan 
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agreement is prepared and signed. The borrower then signs a promis¬ 
sory note. 

In bank loans it is customary for the bank to deduct the charges in 
advance. Thus, in the example given, Jones would make out a note 
promising to pay the bank $5000 in 60 days. The bank would deduct a 
percent of this face value in advance; this advance deduction is called 
a discount. In fact, the entire borrowing procedure is often described 
as discounting; in this example we might say that ‘‘Mr. Jones discounts 
his own 60-day note.” If the discount rate was six percent, the bank 
would add to Mr. Jones’ deposit account a sum which was six percent 
less than the $5000 he borrowed. Six percent of $5000 for one year (a 
year is most often considered to have 360 days) is $300; for 60 days 
(figured as one-sixth of a year) it is $50. Mr. Jones would therefore have 
$4950 to use as a result of securing this loan. By drawing checks he 
would pay his expenses; and his balance .would probably shrink, until 
income began to come in, enabled him to increase deposits, and caused 
his balance to rise. 

At the end of the 60-day period, when the loan becomes due, Mr. 
Jones should have a suflScient balance in his deposit account to repay 
the loan. If he was correct in his expectation that the raw materials and 
labor purchased with the proceeds of the loan would be returned 
quickly in the form of income from the sale of finished goods, his bal¬ 
ance would automatically grow. Checks would begin to come in from 
customers and would be deposited, adding to his balance. Some time 
before the due date, the bank would remind Mr. Jones of the need for 
building up his balance, by sending a formal notification. Upon the due 
date the bank would charge his account for the $5000 due; that amount 
would be deducted from Mr. Jones’ balance. Thus a loan from a com¬ 
mercial bank to a businessman is not a matter of handing cash back and 
forth through the teller’s window. It is a bookkeeping arrangement, 
through which the bank temporarily increases the borrower’s checking 
account balance, without his making any deposit. Likewise, repayment 
of the loan merely means reducing the debtor’s balance, without his 
making any payment of cash to the bank. 

An active business may stand in constant need of loans of this sort. 
In order to avoid the need for repeated investigation and negotiation 
the bank may agree to extend credit automatically up to an agreed 
limit. This arrangement is called a line of credit. If Jones has a $5000 
line of credit, the repayment of one loan automatically authorizes him 
to borrow an additional $5000. In fact it means that he may constantly 
stand in debt to the bank in the amount of $5000, provided he is willing 
and able to meet the continuing discount charges made by the bank for 
its credit. 
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Exercises and Activities 
I Dictionary of Economic Terms 


activity charge 
check 

certified check 
collateral 
co-maker 
commercial bank 
credit 

credit instrument 


creditor 

debtor 

demand deposit 

discount 

draft 

endorsement 
line of credit 
long term capital 


negotiable instrument 
open-book credit 
promissory note 
short-term capital 
stop payment 
time deposit 
trade acceptance 


II Questions and Problems 

1) State six ways in which a businessman may use the services of a 
commercial bank. 

2) Explain each of these statements: (a) “A bank lends deposits, not 
cash.’* (b) ‘The modern bank is a financial department store.” 

3) The A corporation and the B corporation both started in business 
at the same time with the same investment. A year later A borrows 
$10,000, while B goes along on its own capital, (a) Does this show 
that A has been less successful than B? Explain why or why not. 
(b) What is the value of a line of credit? 

4) A check is a device for transferring bank balances. Explain. 

5) Mr. A makes out a check payable to the order of B. C finds it, forges 
B’s endorsement, and uses it to pay D for merchandise, (a) Should 
D’s bank accept the check for deposit? Explain, (b) B asks A for 
another check to replace the lost one. Should A gi\ e it to him? Why? 

6) A makes out a promissory note reading, “I promise to pay to B $500.” 
Why is this note not negotiable? (What words are missing that ap¬ 
pear on the note on page 195?) 

Ill Things To Do 

1) Bring to class samples of the credit instruments described in this 
lesson. Explain them. 

2) Prepare a class dramatization of a typical commercial loan transac¬ 
tion. 

3) Bring to class a canceled check, and explain what the cancellation 
means. 


LESSON 27 


BUSINESS ASSETS AND 
BUSINESS FUNDS 


Tangible and Intangible Assets 

A business enerprise must have some cash on hand so that it can pay 
bills and buy what it needs. But if a business were to keep all its capital 
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in the form of cash, it could make no profit. Some capital must be used 
to acquire factory, machines, and raw materials for manufacturing; or 
salesrooms, fixtures, and merchandise for selling. Business capital, to 
serve its purpose of earning a profit, must be invested in varied types of 
assets. An asset is anything owned by the business, related to its opera¬ 
tions, and having a value. 

Under the heading “Business Opportunities,” the following adver¬ 
tisement recently appeared in a daily newspaper: 

FOUNTAIN, luncheonette—good lease, location. 

Price $12,000. 1234 Blank Avenue 

A prospective purchaser of the business would be interested in the na¬ 
ture and value of the assets owned by the business. A luncheonette 
would have counter equipment, utensils and dishes, tables, chairs, food¬ 
stuffs, and so forth. These are articles that can be seen, touched, and 
handled; they are called tangible assets. 

It will be noted that the advertisement mentions no tangible assets. 
It does, however, stress a good lease on a desirable location. In a busi¬ 
ness of this sort, or any retail business, the location and the lease which 
guarantees its possession for a long period, may be the most valuable 
assets of the business. In the sale of the business, the value of the loca¬ 
tion may bring more money than all the tangible assets put together. It 
is not unusual for the buyer of a retail business to pay a large sum for a 
store, and then to throw out all the old fixtures and replace them with 
new ones. A good location is an example of an intangible asset, that is, 
a priv ilege, or right, or other advantage which has value. Patents, copy¬ 
rights, trademarks, brand names, or reputation with customers may be 
intangible assets. Often the general value of the firm’s reputation and 
patronage is called good will. 

The value of any asset is recorded by the business as the price paid 
for it. Accountants have established the same rule for intangible assets. 
Suppose, for example, the advertised luncheonette had only $8000 
worth of tangible assets and no debts to anybody. If a purchaser were 
to pay $12,000 for the business, he would be paying for something ex¬ 
tra, something intangible, possibly the opportunities for extra profits 
presented by a choice location. The buyer of the business would there¬ 
fore be justified in recording $4000 worth of good will among the assets 
of the business. On the other hand, a business with an excellent reputa¬ 
tion, and owning a brand name that has valuable preference in the 
minds of consumers, may show no good will among its assets, because 
it has not actually paid for it. A patent (see p. 286) may be known to 
be worth a great deal of money, yet it may be shown on the books at 
only a fraction of what it is worth. 
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Fixed and Current Assets 

A luncheonette proprietor refers to many of his tangible assets as 
“fixtures.” This is an appropriate term for such assets as counter equip¬ 
ment, tables, dishes, and chairs, because he bought them to use for a 
long period of time. They are not like the foodstuffs, candy, and tobacco 
products, which he bought to resell. Assets used in a business for a long 
period of time are called fixed assets. Typical of fixed assets used in 
business are land, buildings, machinery, equipment, and furniture and 
fixtures. 

Fixed assets do not remain exactly the same as they were when pur¬ 
chased; they wear out gradually. The loss of value which is the result 
of gradual wear-and-tear of a fixed asset is called depreciation. Suppose 
a fixed asset were bought for $1200, and the businessman estimated 
that it would last five years, after which it would sell for $200 in the 
second-hand market. The reduction in value during the five-year pe¬ 
riod is $1000; divided by five, it is $200 per year. This is the amount 
which must be deducted each year for depreciation. Sometimes fixed 
assets lose usefulness because they must be replaced by more up-to- 
date, more efficient equipment. When an asset loses its value for this 
reason, we speak of its becoming obsolete. It is possible, when such 
losses are an important factor, to estimate them and to make gradual 
deductions as in the case of depreciation. 

Other business assets arc in continuous circulation in and out of the 
business, within relatively short periods of time; these are called current 
assets. One of the most important of the current assets is known as 
inventories, that is, the goods owned by a business, in finished or unfin¬ 
ished form, which are intended to be sold. The foodstuffs in the lunch¬ 
eonette are purchased for preparation and sale. A retail store has mer¬ 
chandise on its shelves awaiting sale. A manufacturer has raw materials, 
which he aims to convert into finished goods and to sell. Another cur¬ 
rent asset is cash, which may be used at any time to purchase things. 
Still another current asset arises out of the fact that goods are sold on 
credit, and money will be due frorn customers in a relatively short pe¬ 
riod. The right to receive these payments when due is referred to by 
the term receivables. If the money due to the business is on open-book 
account (see page 194), it is an account receivable. If it is evidenced 
by a note or other short-term credit instrument, it is a note receivable. 

The flow of current assets in a business is illustrated in the diagram 
which appears on the opposite page. 

The diagram assumes that all purchasing is for cash; if goods are 
bought on credit, the amount of cash needed will be reduced. A manu¬ 
facturing business buys raw materials; by doing so it changes the cur¬ 
rent asset, cash, into the current asset, raw-materials inventories. When, 
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Chorf by GRAPHICS INSTITUTE, N. Y. 


Start with “Cash” and follow the arrows around in a complete circuit. Each 
operation converts cash into another type of asset. Each complete circuit 
represents a turnover of capital. It should be noted that the volume of busi¬ 
ness will depend upon the use of credit, not shown in the diagram, as well 
as upon the use of cash. 

as a result of further outlays for labor and other production expenses, 
the raw materials are processed, the current asset, finished-goods in¬ 
ventories, has been substituted. Sale of the finished goods for cash will 
restore the original cash outlay and produce a profit. Should the sales 
be made on credit, the restoration of cash would be postponed until 
amounts outstanding are collected. In the meantime receivables are a 
current asset. The business engaged in buying and selling only finished 
articles follows the same pattern, except for the steps of raw-materials 
purchases and production. Service industries have current assets in the 
form of cash, receivables, and materials needed in rendering its services. 
If a business has more cash than it needs, it may put some cash into a 
savings account, or invest it in easily marketable listed securities. These 
savings or investments can be quickly tujrned into cash when the need 
arises. 

This in-and-out circulation from cash to goods and receivables and 
back to cash again, is characteristic of the use of current assets. Because 
inventories, receivables, or other current assets are likely, in the normal 
course of business operations, to be turned into cash, they are called 
liquid assets. An asset is liquid if it can be readily turned into cash at 
full value. Cash, of course, is perfectly liquid; listed securities are also 
liquid assets. If inventories cannot be sold except at substantial losses, 
or if receivables cannot be collected within a short period, they may be 
considered as frozen assets. Frozen assets are those which are normally 
liquid, but which, for some reason, have become incapable of sale at 
full value. Frozen assets may be the first sign of insolvency; a business, 
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for example, which cannot sell inventories or collect receivables fast 
enough to meet its own obligations, is in danger of being forced into 
bankruptcy. 

Some businesses have a higher proportion of fixed assets than others. 
Manufacturing and transportation, under modern conditions of ma¬ 
chine production, require large plants, many expensive machines, and 
intricate equipment. Trackage, land, signaling systems, and rolling 
stock make up the bulk of the value of the railroad’s assets. A retail es¬ 
tablishment, although it may have many fixtures, an expensive build¬ 
ing, and a fleet of delivery trucks, will have a larger proportion of its 
investment in inventories and receivables. The type of assets used in a 
business will strongly influence the amount of capital needed and the 
methods used in raising capital funds. 

Determining Capital Needs 

The scale of operations of an enterprise will determine the amount 
of capital needed. A giant factory will need more than a small shop; 
a department-store owner will need much more than a street peddler. 
The amount of capital required will depend, too, upon the type of as¬ 
sets which the enterprise must use. A trucking business can be operated 
successfully on a small scale; but a railroad requires so much invest¬ 
ment in fixed assets that it must be operated on a large scale, with a 
great deal of capital. 

The capital which the business will have to in\'est in fixed assets must 
be held for long periods. It would not do to borrow money on a short¬ 
term basis to buy a factory which would require a number of years to 
pay for itself out of its earnings. Therefore, enterprises with a high pro¬ 
portion of fixed assets are likely to issue many shares of stock, or sell 
bonds, to get capital. Businesses whose assets are mainly current assets 
may rely mainly on short-term credit for their capital. Most businesses 
use both long-term and short-term capital. A retail establishment, for 
example, will need some long-term capital to pay for fixtures, trucks, 
and building, and for a minimum supply of merchandise. When the 
need arises for additional capital to finance expansion of inventories for 
the busy season, the retailer can resort to short-term loans for that 
purpose. 

The amount of capital a business needs to finance its purchase of 
materials and supplies and to pay production expenses depends upon 
another factor, the rate of turnover. The rate of capital turnover is the 
number of times during the year the same capital is used. Suppose it 
requires $1000 to produce and sell goods which bring in $1200 when 
sold. If, in one case, it takes one week to produce the goods, to sell 
them, and to collect from customers, the same $1000 may be used to 
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finance the next week’s production and sales, and $200 would be earned 
as profits during each week. If this continues for 52 weeks, total sales 
would amount to 52 times $1200 or $62,400 for the year, and profits 
would amount to 52 times $200 or $10,400 for the year. The $1000 was 
used 52 times in the year, and the rate of capital turnover was 52. Sup¬ 
pose that, in another case, it took twice as long to produce, sell, and 
collect; the $1000 could be used only half as many times, and the rate 
of capital turnover would be 26. The result would be that the $1000 of 
capital would produce sales of only $31,200 for the year (26 x $1200) 
and profits of only $5,200 ( 26 x $200). To equal the sales and profits of 
the first case, $2000 of capital would have to be used. The greater the 
rate of capital turnover, the lower the amount of capital needed to fi¬ 
nance the production of a given volume of sales. 

Retailers pay particular attention to ihe rate of inventory turnover, 
which is the number of times the inventory moves in and out during 
the year. If inx entory turnover is high, sales can be large with a smaller 
amount of capital tic‘d up in inventories. Thus a store which has an in¬ 
ventory turnover of 10 can achieve twice as much in sales, with a given 
amount of money invested in inventory at one time, as the store which 
has a turnover rate of 5. Some retailers operate on the principle of cut¬ 
ting prices to encourage a high rate of turnover. Each complete turn¬ 
over of inventory brings only a small profit; however, the small profit 
multiplied by a high rate of turnover tends to make total profits high. 
A high turnover rate also has the advantage of reducing the risks of 
having merchandise spoil, go out of style, or drop in price while await¬ 
ing sale. 

Sources of Business Funds 

Who puts up the funds to acquire the assets that a business owns? 
In general, the funds are the property of two groups, the owners of the 
business and the creditors. The owners put up funds when they make 
their original investment in the enterprise. In a corporation the capital 
stock represents the amount which the corporation received for its 
shares of stock; the total capital stock outstanding is the measure of the 
original investment. In addition, the owners have an interest in the un¬ 
divided, or reinvested, profits. This is most frequently recorded by cor¬ 
porations under the title of surplus. Capital stock outstanding, plus 
surplus, measures the total of the owners’ capital. 

Assets may be acquired on credit, but this creates liabilities, which 
are the sums owed by the business. The total of the liabilities of a busi¬ 
ness measures the contributions of funds made by creditors. Liabilities 
which are due within a short period, a year or less, are classified as 
current liabilities. This includes accounts pay'ible, which are open-book 
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debts to those who sold the firm goods on credit. Short-tenn debts in¬ 
volving notes or other short-term credit instruments, are recorded as 
notes payable. Long-term debts of a business, such as bonds, are its 
fixed liabilities, sometimes referred to as its funded debt. The total of 
current and fixed liabilities measures the amount of borrowed capital 
in use in the business. 

The chart which follows shows the relationship of business assets to 
the sources of the funds by which they are acquired. 


ASSETS AND THEIR SOURCES 


CURRENT ASSETS 


FIXED ASSETS 


OWNED CAPITAL 


ORIGINAL 

INVESTMENT 


BORROWED FUNDS 


CURRENT 

LIABILITIES 


FIXED 

LIABILITIES 


Chart by GRAPHICS INSTITUTE N. Y. 


Funds used to acquire assets may be borrowed or may be invested by the 
owners. It is not, however, considered sound practice to borrow for long 
periods (fixed liabilities) to pay for current assets, or for short periods (cur¬ 
rent liabilities) to buy fixed assets. 


The net worth of a business means the total value of the owners' in¬ 
terest in the assets of the business. In the diagram, where it is called 
owned capital, it is seen to be equal to the original investment of the 
owners, plus the surplus. It represents the net value of the business assets 
after the liabilities to creditors are deducted. Thus the net worth of a 
business may be computed by subtracting the total liabilities from the 
total value of the assets. 

A frequently used measure of the success of a business is the com¬ 
parison of profits with the net worth. For example a business with a 
net worth of $25,000 and annual profits of $5000 would have a rate of 
return on net worth of 20 percent. Another business with net worth of 
$100,000 and annual profits of $5000 would have a lower rate of return 
on net worth, only 5 percent. Since the primary aim of a business is 
profit, the rate of return on net worth may be regarded as a more sig¬ 
nificant measure of the success of a business than the value of its assets 
or of its net worth. For some purposes, however, as we shall see in the 
next lesson, businessmen will prefer to measure profits in relation to 
sales. 
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Exercises and Activities 

I Dictionary of Economic Terms 


accounts payable 
accounts receivable 
asset 
capital 
capital stock 
current asset 
current liability 
depreciation 
fixed asset 


fixed liability 
frozen asset 
funded debt 
good will 
intangible asset 
inventory 
liability 
liquid asset 
net worth 


notes receivable 
rate of capital turnover 
rate of inventory turn¬ 
over 

rate of return on net 
worth 
receivables 
surplus 
tangible asset 


II Questions and Problems 

1) In each of the following enterprises, what would be one very im¬ 
portant or necessary asset? Explain, (a) A retail store, (b) a dentist’s 
office, (c) a manufacturing concern, (d) a bus transportation com¬ 
pany, (e) a firm of stock brokers. 

2) (a) Give an example of an intangible asset, (b) Why are intangible 
assets more common in retailing than in farming? 

3) How may each of the following firms acquire intangible assets: 

(a) a department store, (b) a television manufacturer, (c) a movie 
studio, (d) a manufacturer of a breakfast cereal, (e) an exclusive 
dressmaker? 

4) (a) Explain why the industrial revolution increased the importance 
of fixed assets, (b) Name five types of businesses in which fixed 
assets are important. Explain. 

5) Show how the circuit flow of current assets, illustrated on page 205, 
applies to some business; for example, a store you shop in, the 
place in which you work after school, or your family’s business. 

6) (a) Explain what is meant by “frozen assets.” (b) By referring to 
the chart on p. 205, explain two ways in which current assets may 
become frozen, (c) How can frozen assets lead to insolvency? 

7) (a) What factors determine how much capital a business will need? 

(b) Describe three ways in which a business gets capital. 

8) A firm has assets worth $100,000, and liabilities to creditors of 
$30,000. (a) What is its net worth? (b) Why might the business be 
be sold for $150,000? (c) Why might the business be sold for 
$40,000? 

9) The X Company wishes a loan of $5000. It claims total assets of 
$60,000. (a) Make a list of five ruiestions a prospective lender 
might ask. (b) Explain why each question is important. 


Ill Things To Do 

1) Interview a businessman. Find out how he decides how much to 
invest in the different types of assets he owns. 
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2) Visit a business in yoiu* community. List the assets which are fixed 
and those which are current. What is the basis for the distinction? Is 
this business likely to have any intangible assets? Why? 


LESSON 28 FINANCIAL STATEMENTS 

The Need for Records 

Businesses need records and reports for three major reasons. The first 
is the requirements of the law. Where there are sales-tax laws, both in¬ 
corporated and unincorporated businesses must keep records of sales. 
The federal government and many states have income-tax laws, and 
businesses must have complete and accurate records to pro\ e that they 
computed “taxable income” correctly. 

A second reason is that systematic records are generally essential for 
properly carrying on business. Even in the small business, the owner 
has to handle bills and receipts, orders and cancelations, checks and 
bank statements, and pa\ments from customers. Larger businesses 
could not begin to operate without an extensive system of bookkeeping. 

A third reason is the need for definite measures of the progress of the 
business. Even if the businessman could know without formal book¬ 
keeping just where he stands, he would have to arrange this knowledge 
in standard form, so that outsiders might also see and understand it. If 
the businessman wishes to buy goods on credit, or to borrow money, 
sellers and banks will want certain definite information indicating his 
financial reliability. A credit-rating agency, which classifies businesses 
according to credit standing, may request a financial report. Further¬ 
more, as the business grows in size, and authority is turned over to em¬ 
ployees, the businessman will want reports from them so that he can 
control the various activities of the business. 

Some typical questions that interested outsiders, as well as the own¬ 
ers and managers of a business, may ask, are these: What is the value of 
the property the business owns? What kinds of assets does it own? Who 
put up the money to acquire them? Is the business making profit? Are 
the expenses too large? 

To answer such questions, it is customary to prepare two regular fi¬ 
nancial statements. A financial statement is a written report following 
certain customary forms established by accountants. The two most 
common financial statements are the balance sheet and the profit and 
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loss statement. The balance sheet shows the financial standing of a 
business at a particular time, by listing its assets, liabilities, and capital 
(owned capital or net worth). The profit-and-loss statement (or income 
and expense statement) shows how profits were earned or losses in¬ 
curred, by setting forth the income and expenses of the business. Al¬ 
though they may be prepared as frequently as the business deems nec¬ 
essary, it is customary to have at least annual reports. The period of 
one year which a particular business uses as a basis for its reports is 
called the fiscal period or accounting period. Most businesses use the 
calendar year, from January 1 to December 31, but July 1 to June 30 
(of the following year) is often used as a fiscal period. 

The Balance Sheet 

A balance sheet is a standardized statement of a company's financial 
position at a given time. It may be arranged in two columns, with assets 
shown in the left column, equal to the sum of the liabilities and net 
worth shown in a balancing right column. Or, all three parts may be in 
one column, with the list of assets above the list of liabilities and net 
worth. 



THE VALUE OF 
WHAT THE BUSINESS 


THE TOTAL INVESTED 
AND BORROWED 
TO BUY ASSETS 


Chari by GRAPHICS INSTITUTE, N. Y. 
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Jones Manufacturing 
Balance Sheet 


ASSETS 


Ckirrent Assets 


Cash on hand or in banks 
Marketable Securities 
Receivables 
Inventories 

TOTAL CURRENT ASSETS 
Fixed Assets 

Land and Buildings 

Less: Allowance for Depreciation 
Machinery and Equipment 

Less: Allowance for Depreciation 
Furniture and Fixtures 

Less: Allowance for Depreciation 
TOTAL FIXED ASSETS 

Intangibles 

Good will, Patents, Trademarks 

TOTAL ASSETS 


$ 60,000 
<^40,000 
• 200,000 
400,000 

$ 900,000 

$600,000 

*200,000 $400,000 
$400,000 

100,000 .300.000 

$100,000 

*20,000 80,000 

$ 780,000 

3*20,000 

$* 2 , 000 , 00 ^ 


The balance sheet is illustrated across the top of these facing pages. 
It is not an accident that the two sides have the same total. It fol¬ 
lows from the fact that the right side of the balance sheet shows the 
claims against the assets which make up the left side of the balance 
sheet. Since there cannot be property without a claimant, or a claim to 
property without property, the two sides must be equal. Another way 
of explaining it is to say that the left side states the values of the busi¬ 
ness properties, while the right side states the sources from which came 
the funds to acquire these properties. 

The left, or assets, side of the balance sheet classifies the properties 
of the business as current assets, fixed assets, and intangibles. The basis 
for the classification was explained in the previous lesson. The fixed as¬ 
sets show both the original value and the present value. Allowance for 
Depreciation is the total of the annual deductions for depreciation, or 
wear and tear. In the statement shown, the machinery cost $400,000; 
each year an estimated amount was deducted as depreciation expense, 
and the total so far deducted amounts to $100,000; the present value is 
therefore stated as $300,000. Because the annual deduction for depre¬ 
ciation aflFects the profits, and thereby affects the amount of income 
taxes to be paid, the method used in estimating it is checked by the 
government. 



Financial Statements 


213 


Les. 28] 

Company, Inc. 

AS OF December 31, 1949 

LIABILITIES AND CAPITAL 


Current Liabilities 
Notes Payable 
Accounts Payable 

TOTAL CURRENT LIABILITIES 

Fixed Liabilities 

Mortgage on Building 

Bonds Payable (4% due in 1968) 

TOTAL FIXED LIABILITIES 
TOTAL LIABILITIES 

Net Worth 

Common Stock 

(10,000 no-par-value shares) 
Preferred Stock—5% 

(52000 shares—8100 par) 

TOTAL CAPITAL STOCK 

Surplus 


$ 100,000 
220,000 

$ 320,000 

$ 250,000 
150,000 

400,000 

$ 720,000 

$ 1 , 000,000 

200,000 

$ 1 , 200,000 

80,000 

1 , 280,000 

$2,000,000 


TOTAL NET WORTH 

TOTAL LIABILITIES AND NET WORTH 


Intangible assets—good will, patents, trademarks—according to good 
accounting practice, must be placed on the books only when paid for, 
and at no more than the value paid. If a business with net worth of 
$10,000 is bought for $15,000, the extra $5000 may be entered on the 
books as good will. Some businessmen feel that it is better to under¬ 
state good will, rather than exaggerate it; they “write it ojff,” or reduce 
its value, just as they write off the value of a fixed asset through the de¬ 
duction for depreciation. Other firms keep good will at full value. 

Stating the value of fixed and intangible assets therefore involves es¬ 
timates and judgments which may vary considerably from business to 
business. An important service of accounting is to fix standard methods 
of evaluating and estimating. Without such standards the asset values 
of firms with large amounts of fixed and intangible assets would be¬ 
come subject to the whim of the businessman. 

The right side of the balance sheet lists the liabilities, and capital or 
net worth. It shows the nature of the claims against the assets. The bal¬ 
ance sheet shown here states that $720,000 was borrowed from out¬ 
siders; $1,280,000 was the owned capital or net worth, contributed by 
the stockholders. Net worth is shown to consist of two parts: first is the 
original investment by those holding its 12,000 common and preferred 
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shares valued at $1,200,000; second is the reinvested profits or surplus, 
in the sum of $80,000. 

The Book Value of Shares 

The information on the right side of the balance sheet makes it pos¬ 
sible to figure out the \’alue of a single share of stock according to the 
books of the corporation; that is, the book value of a share. If preferred 
stockholders have received their regular dividends, they are not en¬ 
titled to any further part of undivided profits; therefore the surplus be¬ 
longs entirely to the common stockholders. The book value of a pre¬ 
ferred share is therefore equal to the par value of the share, in this 
case $100. In the example given, the book value of a common share 
would be figured as follows; 

Net Worth $1,280,000 

Subtract par value of preferred 

shares 200,000 

1,080,000 

Divide by number of common 

shares (10,000) $108 = the book value per share 

The book value of common stock often diflFers from the market value of 
a share, because the latter depends mainly upon the attitudes of buyers 
and sellers in the securities market regarding future developments. 

When a corporation sells stock, it is supposed to get an equal value 
in assets; a share sold by the corporation for $100 is supposed to yield 
the corporation that much in cash or other assets. Suppose the corpora¬ 
tion issues a share shown on the books as worth $100, and receives in 
exchange assets worth only $60. If the value of the asset received is 
falsely stated on the books as being $100 and the share is entered as 
being worth $100, there is an overstatement of value in the amount of 
$40. We then say that the stock has been "watered.” Watered stock is 
stock issued by a corporation at a value which is greater than the value 
of the asset it acquired in exchange. This works against the interest of 
other stockholders, for the owners of watered stock are entitled to divi¬ 
dends on the same basis as other stockholders. It also makes the rate of 
return on net worth seem lower than it really is. Watering stock is gen¬ 
erally contrary to law, which requires that stock be issued only against 
an equal value in assets. The existence of watered stock cannot be de¬ 
tected by reading the balance sheet; rather there would have to be an 
appraisal of the corporation’s assets to see how their actual value com¬ 
pared with their stated values on the books. This problem has arisen 
sometimes in connection with public regulation of the rates charged by 
railroads, electriopower companies, and other such businesses. 
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The Profit and Loss Statement 

While the balance sheet gives a “still picture” of the assets, liabilities, 
and net worth at the end of a period, the profit and loss statement pro¬ 
vides a kind of “moving picture” of the activities of the enterprise dur¬ 
ing the period. Thus, the title of the balance sheet will state that it is 
“as of December 31, 1949,” while the title on the profit and loss state¬ 
ment will read “for the year ending December 31, 1949.” 

The profit-and-loss statement is simply a standardized arrangement 
and classification of income and expense showing the computation of 
profit or loss. Actually, reduced to simplest terms, it is the familiar 
arithmetic formula. Income — Cost = Profit. If a business sells goods 
for $50,000, and expenses are $30,000, the profit is $20,000. 

All the expenses which directly contribute to the cost of the goods 
manufactured or sold are listed under cost of goods sold. Examples of 
such expenses are materials used, factory wages, and depreciation on 
production machinery. Operating expenses include all other expenses 
related to the regular business of the company; included are selling ex¬ 
penses, such as advertising and delivery cost, general administrative 
expenses, such as rent for the office and ofiice salaries, and financial 
management expenses, such as interest on money borrowed. 

Income not directly related to the operation of the business, such as 
earnings from investments of surplus cash, is shown as non-operating 
income. Expenses not directly related to the operation of the business, 
such as losses on its investments, are listed under non-operating ex¬ 
pense. 

The statement below is for the same company whose balance sheet 
was shown on pages 212-213. 


Jones Manufacturing Co., Inc. 
Profit and Loss Statement 
For the Year Ending December 31, 1949 


Sales Income 


$2,200,000 

Less: Cost of Goods Sold 


1,700,000 

Gross Profit 

Operating Expenses 


500,000 

Selling Expenses 

$80,000 


General Administrative Expenses 

50,000 


Financial Management Expenses 

5,000 

135,000 

Net Profit from Operations 


365,000 

Non-Operating Income 

$10,000 


Less: Non-Operating Expenses 

5,000 

5,000 

Net Profit Before Income Taxes 


370,000 

Less: Income Taxes 


150,000 

Net Profit After Income Taxes 


$ 220,000 



216 


Operations of Business [Unit 5 

Finally, the net profits, which are left after all taxes have been paid, 
are available for dividends to stockholders. Examination of the balance 
sheet will show that there were 2000 shares of 5% preferred stock, par 
value $100, and 10,000 shares of no-par-value common. Each share of 
preferred is entitled to receive $5 before common stock may receive a 
dividend. Suppose that the directors vote a dividend of $16 per share 
of common. The distribution, or allocation, of profits might be summa¬ 
rized as on the statement below: 

Jones Manufacturing Co., Inc. 

Statement of Allocation of Profits 
For the Year Ending December 31, 1949 

Profits After Income Taxes $ 220,000 

Distributed 

To Dividends on Preferred Stock $ 10,000 
(2000 shares, $100 par, 5%) 

To Dividends on Common Stock 160,000 
(10,000 no-par shares) 

To Surplus 50,000 $220,000 

The balance sheet on pages 212-213 has a surplus of $80,000. This means 
that surplus carried over from previous years was $30,000, to which was 
added the $50,000 of undi\ ided profits from 1949, bringing the total up 
to the figure shown. 

Analyzing Financial Statements 

A useful device in interpreting financial statements is to change the 
dollar amounts to percentages. Knowing that current assets make up 45 
percent of total assets, or that owned capital (net worth) provides 64 
percent of all the funds used in the business, is often more meaningful 
than the knowledge that the business has $900,000 in current assets and 
a net worth of $1,280,000. Stating selling costs on the profit and loss 
statement as 3.6 percent of sales shows that for every dollar's worth of 
goods sold it incurred over 3/2 cents of expense in selling. Likewise, a 
net profit amounting to $370,(X)0, before taxes, may be a small profit for 
a large concern or a large profit for a smaller one. Figuring profit as a 
percentage of sales makes comparison among different businesses more 
meaningful. 

The use of percentages has another value; it may give information 
about the business without revealing the actual dollar amounts. The 
firm which publishes the fact that its gross profit was 23 percent of sales 
is stating a fact without revealing the number of dollars of profit made 
or the amount of its sales. 

Almost any two amounts can be compared for some purpose. The net 
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profit of the company was equal to almost 17 percent of sales; it was 30 
percent of the net worth of the business at the beginning of the year 
($1,280,000 at the end of 1949, minus the $50,000 added at the end of 
the year). These are difiFerent ways of computing the rate of profit. Or¬ 
dinarily the rate of profit is smaller when the profit is compared with 
sales rather than with net worth. Which rate will be emphasized de¬ 
pends upon what one wishes to prove about the financial standing of 
the business. 



From George Lichty’s “Grin and Bear It**—Courtesy of The Chicago Sun-Times Syndicate 


A comparison which banks may be especially interested in is that of 
current assets to the current liabilities. This is called the current ratio, 
and may indicate whether the firm is in a position to pay its debts on 
time. According to the balance sheet of the Jones Manufacturing 
Company, it had current assets of $900,000 and current liabilities of 
$320,000, a current ratio of almost three to one. A further evidence of 
its ability to secure cash quickly is the fact that cash ($60,000) and 
marketable securities ($240,000) together were one-third of the total 
current assets; not counting the inventories and receivables, the cash 
and securities were almost enough to p iv oflF all the current liabilities. 
Hence the company was in a liquid position. Other measures of liquid¬ 
ity could also be secured by comparing inventories to sales, or to cost 
of goods sold, which would give varying measures of what is referred 
to as "turnover.” 

The comparisons and ratios used will depend upon the purpose for 
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which the statements are being studied. In large businesses, with 
branches and departments, ratios by branches or departments give the 
management clues as to relative efficiency. It must be remembered, 
moreover, that interpretation of percents and ratios derived from finan¬ 
cial statements depends upon the accuracy of the facts recorded in the 
statements, upon their having been recorded in a standard fashion, and 
upon the understanding of the principles which operate in that par¬ 
ticular business enterprise. A ratio which may be good in one business 
may be bad in another; 20 percent profit on sales in one business may 
be too low, while a 10 percent profit on sales in another may be an ex¬ 
cellent showing. 

Over the years the accounting profession and certain government 
agencies ha\ e done a great deal to standardize procedures for prepar¬ 
ing financial statements. This has been of great importance to the com¬ 
munity, because effective analysis of financial statements, for whatever 
purpose, depends on having “the truth, the whole truth, and nothing 
but the truth.” The more complete, accurate, and standardized business 
records become, the fewer difficulties will arise from differences of 
opinion as to the values of assets, the amount of profits, and other such 
questions. These differences of opinion are important in connection 
with the collection of taxes, regulation of rates charged for transporta¬ 
tion and electric power, labor disputes involving the ability of a com¬ 
pany to pay higher wages, predictions regarding prosperity and depres¬ 
sion, and other questions of public welfare. 


Exercises and Activities 


I Dictionary of Economic Terms 


allowance for depreciation 

balance sheet 

book value 

cost of goods sold 

credit-rating agency 

current ratio 

financial statement 


fiscal period 

income-and-expense statement 
net profit 

non-operating income and expenses 
operating expenses 
profit-and-loss statement 


II Questions and Problems 

1) “Business starves without its daily supply of figures.” Explain. 

2) Explain why a business firm's financial statements are important to 
(a) its managers, (b) its owners or investors, (c) suppliers of its 
materials, (d) its bank, (e) it^ employees and their union, (f) the 
government. 
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3) Why is it useful to change the dollar amounts on financial statements 
to percents? Give an example. 

4) (a) Show why in the depression period of the 1930’s many busi¬ 
nesses preferred to quote the ‘rate of profits on net worth,” whereas 
in the 1940’s they quoted the "rate of profits on sales.” (b) How 
does this illustrate the "propaganda value” of accounting? 

5) (a) Why is the "current ratio” on the balance sheet useful to credit¬ 
rating agencies? (b) Suggest one other ratio that may be of use. 

6) (a) Compare the meanings of "par value,” "market value,” and 
"book value.” (b) Explain why book value and market value may 
differ. 

7) (a) What are the possible advantages to a corporation of watering 
its stock? (b) What information not shown on the financial state¬ 
ments is needed to check whether stock is watered? (c) Why may 
watered stock be considered undesirable? 

Ill Things To Do 

1) Examine the financial statements of your student organization. How 
does it compare with the statements shown in this lesson? 

2) Collect samples of financial statements in the newspaper or in reports 
and pamphlets of business firms. 

3) Read and report on Sm^U Businessman and His Financial Statements, 
a pamphlet issued by the U.S. Department of Commerce (1948), or 
Managing Farm Incomes. Both are obtainable from the Superin¬ 
tendent of Documents, Washington 25, D.C. 
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LESSON 29 


DIRECT AND OVERHEAD 
COSTS 


The Basic Costs of Doing Business 

There are men who make a living by peddling goods—shirts, ties, 
shoelaces, razor blades, and other things—from door to door. For them 
the problem of costs is very simple. They know what they have paid for 
each item; whatever they get above that is profit. The storekeeper who 
handles the same kind of merchandise has a more complicated set of 
costs. Not only does he have to pay for the merchandise, but every 
month he must pay rent. If he owns a building, instead of paying rent 
he has to pay property taxes and the expenses of maintaining and heat¬ 
ing the building. Every week wages have to be paid to the clerks, and 
every month there are bills for electricity and for the telephone. In 
order to build up his business, he spends money for advertising in the 
local newspaper. There are frequent expenditures for maintenance, 
such as washing the windows and repairing the fixtures. Since the fix¬ 
tures in the store wear out after a certain number of years, the owner of 
the business sets aside some money each year for depreciation. When it 
is necessary to put in a big stock of merchandise for a seasonal rush, the 
owner may borrow some money from his bank; the interest charged for 
the loan is another cost. These are the typical costs which are to be 
found in any business, large or small, wholesale or retail, manufactur¬ 
ing, farming, or selling. 

Overhead Costs and Direct Costs 

The peddler we mentioned before has only one cost to worry about, 
the amount he paid for his merchandise. If business is bad, he can dis¬ 
pose of the merchandise for whatever he can get; the most he can or¬ 
dinarily lose is part of the money he paid for the merchandise. 

The storekeeper s risk is much greater because he has many kinds 
of costs to cover, besides the cost of the merchandise. His problem is 
that some of these costs are overhead costs. Overhead (fixed) costs are 
costs the total of which remains abcat the same, regardless of the 
amount of business done. The rent must be paid every month, whether 
business is good or bad. The neon sign and the lighting fixtures use up 
the same amount of light in a bad month as in a good month. If there 
are installment payments to be made or interest payments to the bank 
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or property taxes, these must be paid whether the volume of business is 
large or small. 

Some of the storekeeper’s costs are more flexible, or easier to control. 
When business is good, the owner of the store orders larger amounts of 
merchandise, thus increasing his inventory cost. In slow times he re¬ 
duces his inventory cost by keeping smaller stocks of goods on his 
shelves. During the rush seasons he hires extra clerks, increasing his 
labor cost. When business slows down, he lays off the workers, reducing 
his labor cost as much as possible. We apply the name direct ( variable) 
costs to those costs the total of which varies with the volume of busi¬ 
ness. 

Overhead costs appear in a business for two reasons: because of the 
nature of the business, and because of contract arrangements. A busi¬ 
ness usually has certain costs which it cannot reduce below a minimum 
amount, regardless of the amount of business, unless it wishes to go out 
of existence. A coal-mining company must keep pumping crews work¬ 
ing in the mine even when no mining is being done there—unless it is 
willing to abandon the mine. A storekeeper who closes his store during 
the summer has to pay rent for that time in order to continue the busi¬ 
ness in the fall. No matter how slow business is in a department store, 
the elevators must be kept running, lighting and heating must be pro¬ 
vided, and a minimum staff of salespeople must be on the floor. 

Overhead costs also arise when a business firm makes a contract, oral 
or wTitten, which forces it to continue a particular expenditure regard¬ 
less of the volume of business. If a company signs a three-year contract 
with a worker with a salary of $50 per week, the company has added to 
its overhead costs by $50 a week until the contract expires. On the other 
hand, if the company hires a worker without any contract, when busi¬ 
ness slows down the company may lay him off, with perhaps a required 
amount of notice. In this case, the worker’s salary is a direct cost to the 
firm. When the company rents some extra office space on a month-to- 
month basis, this rent is a direct cost because it can be eliminated when 
business slows down. Should the company sign a lease for an extended 
period, then the added rent becomes part of the company’s overhead 
costs until the end of the lease. 

There are borderline cases in which it is difficult to draw a sharp dis¬ 
tinction between direct and overhead costs. This is especially true of 
such costs as labor, inventory, power, and maintenance. There are min¬ 
imum amounts of these items which must be used and paid for, regard¬ 
less of the amount of business being done, and there are also additional 
amounts of these items which must be added as the volume of business 
increases. The minimum amounts should be regarded as overhead costs; 
the additional amounts as direct costs. 
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Overhead Costs and Profits 

In order to make a profit the businessman must take in enough money 
not only to pay for the direct costs, such as merchandise and labor, but 
also to cover the overhead costs of the business. No matter how little 
business he does, the overhead expenses must be paid as usual. The 
smaller the overhead costs, the less financial damage is caused by a 
drop in business. In many businesses, however, overhead costs are 
relatively large and cause the businessman to lose substantially when 
business is bad. 

Why, then, does a person go into a business with high overhead costs? 
By running a business with high overhead costs, he hopes to make more 
money than he could by operating one with low overhead costs. The 
high costs may result from paying a high rent for a desirable location 
for a store or for a modern, efficient factory building; or from borrow¬ 
ing money to expand the business. Whatever the nature of the overhead 
expense assumed by the businessman, his purpose is always to increase 
the volume of business or to get a more profitable kind of business. 

If the businessman increases his overhead costs in order to get more 
business, then how can he make more profit? The answer to this ques¬ 
tion lies in the effect of changes in volume of business on unit cost and 
total cost. Total cost equals the total direct cost plus the total overhead 
cost. As the volume of business changes, the total direct cost changes 
proportionately. The result is that, as the volume of business changes 
up or down, the direct cost per unit remains about the same. But total 
overhead cost remains the same. Hence the overhead cost per unit de¬ 
clines proportionately as the volume of business rises; and rises pro¬ 
portionately as the volume of business decreases. This is illustrated in 
the following figures: 


a 


b 


c 


Volume of Busines.s 
25,000 units 
50,000 “ 

100,000 “ 


Direct Cost per Unit Total Direct Cost (a X b) 
$2.00 $ 50,000 

2.00 100,000 

2.00 200,000 


e 

^ Overhead Cost i)er Unit ^ 

Total Overhead Cost {d a) Cost per Unit {b + e) 

$100,000 $4.00 $6.00 

100,000 2.00 4.00 

100,000 1.00 3.00 

Increasing the volume of business, theiefore, tends to increase profits 
in two ways. Additional sales normally mean more profits. Also, the in- 
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creased volume means a lower cost per unit, because overhead cost per 
unit declines, as total overhead cost is spread over more units. An ex¬ 
ample of this effect is given in the following graph. The lower the 
cost per unit, the lower the price at which the article can be sold, and 
the greater the possibility of getting still more business and still more 
profit. 


EFFECT OF CHANGES IN VOLUME 
ON COST PER TON OF STEEL, 1938 

% OF CAPACITY 



g=$ 10 IN COST PER TON 

Chart by GRAPHICS INSTITUTE, N. Y. 

Doubling output from 20// of capacity to 40% reduced cost by $19.70 per 
ton (from $99.40 to $79.70). Doubling again from 40% to 80% of capacity 
reduced cost by an additional $11.40 per ton. Cost at capacity (100%) was 
about f of cost at 20% of capacity. (Data from Structure of the American 
Economy, Part II, National Resources Planning Board, June, 1940) 

Thus far we have assumed that as the volume of business changes, 
total overhead costs remain the same and direct cost per unit remains 
the same. In practice this assumption may not always be true. When 
drastic changes in the volume of production, or in methods of produc¬ 
tion, are made, the change in direct cost per unit can be strikingly large. 
As the scale of operations grows, buying in large quantities may reduce 
the unit cost of raw materials. The introduction of better machinery, 
and more systematic methods of production and selling, reduces the 
labor cost per unit. This is particularly true when a switch is made from 
hand methods to mass-production methods, as in the automobile, radio, 
and electrical industries in the 1920’s. Ordinarily, however, the direct 
cost per unit does not change, or changes very gradually. Overhead 
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cost per unit, on the other hand, changes inversely with the volume of 
business. 

Nor, as has been stated, is total overhead cost absolutely and perma¬ 
nently fixed. When a firm increases its capacity by getting more space, 
plant, or equipment, its total overhead costs increase. If it becomes 
advisable to reduce capacity, and the reduction is made, total overhead 
costs decline. “Capacity” means the amount of goods which can be pro¬ 
duced, or the amount of business that can be handled, with a given 
amount of plant and equipment. Even when there is no change in 
capacity, total overhead costs can be changed from time to time. If 
business is bad for a long time, the storekeeper may persuade his land¬ 
lord to reduce the rent for the remainder of the term of the lease. In 
good times, when a lease expires the landlord may raise the rent. When 
business is good, a firm may increase its debts in order to expand. If 
business turns bad, the firm may make a settlement with its creditors 
in order to cut the total overhead cost. Over the long run, as business 
grows or shrinks, the total overhead cost may grow or shrink accord¬ 
ingly. In the short run, however, total overhead cost tends to remain the 
same. 

Overhead Costs and Mass Production 

Overhead costs make up one of the most important features of the 
modern industrial system. The development of large-scale methods of 
production and distribution has forced business firms to operate with 
large amounts of overhead expenses. The growth of overhead costs has 
had both good and bad effects. The good effects are illustrated in the 
chart on the following page. 

The story told in this chart has been characteristic of a large part of 
American industry. The growth of overhead costs has been offset by 
steadily increasing volume of production so that the overhead cost per 
unit has become smaller. As the cost per unit dropped, it was possible to 
sell goods at a lower price, thereby increasing the volume of sales and 
of profits. Larger profits have enabled manufacturers to pay higher 
wages to their workers, who have used this added income to buy more 
goods. The increased demand means a greater volume of business, 
which makes possible still lower overhead cost per unit, still lower 
price, still more sales, still more profits, and so on—a continuing spiral 
of lower costs, more business, higher wages, and more real income for 
all the groups in the community. As will be seen in the next lesson, it is 
difficult to tell how far this spiral effect can be carried. 

Overhead costs have also created some difficult problems. The spiral 
effect described above depends on two conditions. One condition is that 
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Here is an illustration of the beneficial effects of mass production, from the 
records of one of America’s great corporations. Note that as volume of sales 
mounted (solid line), prices (heavy dotted line) declined. Note, too, that this 
reduction in prices was accompanied by rising payrolls, employment, and 
profits. Mass production has meant lower cost per unit, lower prices, and 
rising income payments. (Adapted from General Motors pamphlet, 1939) 


consumers continue to expand their purchases to absorb all that is be¬ 
ing produced. If the volume of sales does not increase sufficiently to off¬ 
set the increase in total overhead cost, then there will be losses. The 
second condition is that competition should not force the selling price 
so low that business, despite the large volume of sales, would become 
unprofitable. Moreover, the lower the selling price, the higher is the 
break-even point and the more volume needed to show any profit. In 
the boom period of the 1920’s many business firms expanded their ca¬ 
pacity and their overhead costs. Then in the 1930's they were unable, 
when lack of sales forced them to operate below capacity, to cover 
costs. To avoid these dangers businessmen strive constantly to increase 
volume by sales efforts, advertising, cutting prices, or diversifying prod¬ 
ucts and brand names. 
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Exercises and Activities 
I Dictionary of Economic Terms 

capacity overhead or fixed cost 

direct or variable cost total cost 

unit cost 

II Questions and Problems 

1) (a) Which items in the family budget can be classified as overhead 
costs and which as direct costs? Explain the basis for the classifica¬ 
tion. (b) What connection is there between overhead costs and the 
saying, “Two can live as cheaply as one”? 

3) Classify each of the following eosts as “direct” or “overhead” and 
explain your clnssifications: (a) payroll of factory workers, (b) 
wages of elevator operator in apartment house, (c) payroll of major- 
league baseball club, (d) rent paid for store as percentage of volume 
of business, (e) real estate taxes, (f) salary of manager of store, 
(g) depreciation of machinery, (h) power used to run machinery 
in factory, (i) coal used by gas company to produce gas, (j) feed 
for horse used on farm, (k) feed given to hogs raised for market, 
(1) installments payable monthly on loan from bank, (m) royalties 
payable to inventor. 

4) Gandhi, the great Indian leader, urged the people of India to go 
back to the spinning wheel and the hand loom, and to discard 
modern factory methods. If the people of India had adopted his 
idea, what would have been the effect on costs of producing cloth¬ 
ing? 

5) The manufacturer of a toy automobile found that the first automobile 
cost him $10,000, while the 10,000th one cost him only $1.00. 
Explain. 

6) The X Fountain Pen Company’s books show the following figures. 

Change from Preceding Year 
1930 1931 1932 

Sales -20% -38% +140% 

Net Profit —46% “"76% +1230% 

The Y Fountain Pen Company’s books show the following figures. 

Change from Preceding Year 
1930 1931 1932 

Sales -20% -38% +140% 

Net Profit -24% -47% +207% 

How do you explain the difference in the fluctuations of the net 
profits of the two companies? 
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7) Explain these statements: (a) Mass production tends to increase 
overhead costs, yet results in lowered unit cost, (b) Overhead costs 
tend to increase the use of mass production methods, (c) Mass pro¬ 
duction depends on mass demand. 

Ill Things To Do 

1) Draw a cartoon illustrating the idea that the volume of sales spreads 
overhead costs. 

2) Interview a businessman and obtain from him a list of the different 
types of his overhead and direct costs. 


LESSON 



MASS PRODUCTION AND 
COSTS 


Why Costs Differ From One Firm to Another 

Years ago an enterprising business firm opened a furniture store in an 
old stable. The store attracted many customers by advertising, “Our 
prices are lower because our rent is lower!” At the same time a great de¬ 
partment store, located on the highest-rent street In the same city, 
claimed that it was underselling all the other stores. Could both these 
claims be right? As we have seen in the previous lesson, the unit cost of 
an article depends on the volume of business. Which firms can produce 
and sell more cheaply, the large firm with high total costs, or the small 
firm with low total costs? This is a difficult question to answer because 
there are many reasons why one firm may have higher or lower costs 
than another. 

One important factor lies in the differences in the abilities of indi¬ 
vidual owners and managers of business enterprises. A successful busi¬ 
nessman must have technical knowledge, ability as an organizer, wis¬ 
dom in handling employees, cleverness as an advertiser and salesman, 
energy and drive to work hard when business conditions are difficult, 
and the willingness to take risks. Businessmen vary greatly in these 
qualities. Such differences in their capabilities are responsible for sub¬ 
stantial differences in their costs of doing business. 

Costs are also affected by the availability of the various factors of 
production. Southern textile mills have an advantage over Northern 
mills because of lower labor cost. The millinery factories in New York 
City can operate at a lower cost than most other millinery factories be¬ 
cause they are in a millinery center, where the right kind of labor, ma¬ 
chinery, and materials are available in adequate quantities and at rea¬ 
sonable prices. The chemical industry of Germany once could undersell 
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the chemical industries of Great Britain and the United States because 
the Germans had superior technical knowledge. Factories located near 
Niagara Falls have cheap power as a means of reducing production 
cost. Businesses located where cheap labor, technical skills, complex 
machinery, special raw materials, cheap power, or good transportation 
and markets are available have an advantage over businesses less for¬ 
tunately located. 

The Meaning of Large-Scale Operations 

In the modern business world, cost has been greatly affected by the 
development of large-scale production and merchandising. These large- 
scale operations are made possible l'>y the accumulation of large 
amounts of capital. When the Unitec* States Steel Corporation was 
founded in 1901, through the combining of a number of steel com¬ 
panies, it had more than a half-billion dollars in capital. More recently 
the American Telephone and Telegraph Company has been able, 
through the sale of securities, to increase short-term capital by several 
hundred million dollars in a single year. These are extreme examples, 
but we have many firms with capital funds running into millions, even 
tens of millions, of dollars. The chart below shows how the amount of 
capital needed in manufacturing has grown in the sixty years from 1879 
to 1939. 

This large amount of capital is made necessary by the fact that large- 
scale production is roundabout production. This means that, in order 
to get a continuous flow of consumers’ goods, we must first create a 



Chart by GRAPHICS INSTITUTE, N. Y. 


The average worker in 1939 had 5i times as much capital equipment at his 
disposal as the average worker sixty years before. This is a major factor in 
explaining the increase in labor's abihty to produce. 
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large amount of producers’ goods: factories, machinery, parts, mate¬ 
rials, and transportation equipment. 

Large-scale production also requires a long period of planning and 
preparation before the production of goods is begun. The production 
of a new model of a radio, for example, cannot be started hurriedly. For 
months the company’s engineers will explore various ideas for improv¬ 
ing the product. A separate blueprint has to be made for every part of 
the new radio. From these designs working models are prepared and 
tests are made. Meanwhile, the company may have to arrange for bank 
loans or sales of securities to provide capital to finance the production 
of the new model. A selling campaign may be planned even before the 
product is on the market. Raw materials must be bought and stored, 
and the right kinds of workers hired. Finally, the machines are “tooled” 
from the blueprints, and begin to turn out the new model. Months 
pass from the time when the planning was begun until the first units of 
the product come oflF the assembly line ready to be sold. 

A basic feature of large-scale production is division of labor, or spe¬ 
cialization. Each process is divided into a number of simple operations. 
These operations can be learned quickly and make it possible for each 
worker to follow an exact routine all day long and every day. This divi¬ 
sion of labor has been carried to such an extreme that many of the op¬ 
erations in the production process are automatic and can be performed 
by workers arranged in an assembly line, or by automatic machinery. 
Industrial engineers, or efficiency experts, study each process for the 
purpose of discovering how it can be done with greatest efficiency and 
lowest cost. 

Large-scale production also makes possible geographic division of 
labor, or territorial specialization. Operations can be divided among 
different plants, with each plant located where it can be run most ef¬ 
ficiently: furnaces and mills can be built near mines, parts-producing 
plants where there is an ample supply of labor, and assembly plants 
near railroad centers and ports, or even in foreign countries. 

Large industrial firms can afford to set up expensive laboratory facili¬ 
ties for research, in order to improve the product, reduce production 
costs, and develop new products. The amount of waste materials may 
be large enough to justify investing capital in plant and machinery for 
their conversion into by-products, extra products which are incidental 
results of the production of the main products. The meat-packing in¬ 
dustry produces hundreds of by-products, such as fertilizers, glues, 
soap, brushes, buttons, and medicinal preparations. Separate plants for 
the production of by-products are common in the food, chemical, and 
petroleum industries. 

Industrial research has been an important factor in the development 




Kaiser-Frazer Corp. 

The assembly line technique has become identified with mass production methods. Pictured is part of the assembly 
line in a large automobile plant. How does the success of this technique depend upon the standardization of parts? 
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of another characteristic of large-scale industry —diversification of prod¬ 
uct; that is, the production of a variety of products by a single com¬ 
pany. A study made in 1937 showed that the 50 largest manufacturing 
companies in this country were producing 4085 products, an average of 
80 products per company. The range was from 6 to 302 products per 
company.^ This diversification of product is due, to a large extent, to 
the development of by-products and new products in industrial labora¬ 
tories. An electrical-appliance manufacturer, through experimentation, 
developed air-filtering machines and sterilizing lamps. A petroleum-re¬ 
fining company became a producer of mineral oil. A manufacturer of 
automobiles went into the production also of refrigerators and Diesel 
motors. 

We often speak of scientific management as a characteristic of large- 
scale business. Scientific management is a general term which includes 
all the factors described above—extreme division of labor, research, and 
diversification of products. It includes also mass buying of raw ma¬ 
terials according to exact specifications. The hiring of workers and the 
settling of labor-management problems are handled by a personnel de¬ 
partment of experts specially trained in psychology, economics, and la¬ 
bor problems. Advertising, selling, financial activities, and all other 
phases of the work of the company are placed in the hands of spe¬ 
cialists. 

Benefits and Problems of Mass Production 

These mass-production methods yield some important economic 
benefits. The roundabout method of production and division of labor 
make it possible to increase greatly the volume of production of goods 
and services. If the long-range planning required by mass production 
is efficiently done, it not only reduces the unit cost, but also helps to 
improve quality and bring more variety. For the businessman this may 
mean more sales and larger profits. Moreover, the diversification of 
product makes it easier to get business, and spreads the company’s risk 
over a larger number of products. It also helps to reduce the company’s 
cost per unit and thus makes it possible to undersell competitors. 

The consumer gains, too, because mass production makes it possible 
for the businessman to lower the prices of goods. Industrial research 
brings to the consumer a succession of new products. As workers, too, 
people benefit from mass production, since the high degree of speciali¬ 
zation makes it easy to learn a new kind of work and to shift from one 
job to another. 


^ The Structure of American Industry, TNEC Monograph No. 27, 1941, pp. 606, 
648-659. 
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These benefits of mass production and distribution have, however, 
been accompanied by serious problems. Because mass production re¬ 
quires large amounts of capital, business risks have increased and op¬ 
portunities for small businessmen have shrunk. There is also the con¬ 
stant danger that competitors will get ahead in technical knowledge 
and equipment. Manufacturers must therefore be prepared to install 



Automobile Manufacturers Association 


A much improved cor cost about the same in 1948 as a poorer one did in 
1910. Housing costs in 1948 were much higher than in 1910. One reason was 
the continued use by the housing construction industry of individual assembly 
by hand tools, instead of mass production. 


new machinery, and sometimes build entirely new plants. Thus, ma¬ 
chinery becomes obsolete at a rapid rate, and the rate of depreciation 
increases. 

From the point of view of the workers, automatic machinery and as¬ 
sembly lines have reduced much factory work to a semiskilled and un¬ 
skilled level. There is less physical strain but greater monotony and pos¬ 
sibly more nervous tension. This has been offset by the shorter workday 
and longer week ends, as well as by higher wages and better health 
services. 
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Effect of Large-Scale Operations on Cost 

To what extent have large-scale business operations actually brought 
about lower costs of goods? Is there a limit to the process of lowering 
costs by enlarging the scale of operations? There is no conclusive an¬ 
swer to these questions, because methods of analyzing business costs are 
still inadequate. 

Studies have been made in the cement, iron-and-steel, farm machin¬ 
ery, petroleum, sugar-refining, milk and milk-products, flour-milling, 
and automobile industries." The authors of these studies asserted that 
no clear proof was established that large plants have a lower produc¬ 
tion cost per unit, or give a higher rate of return on invested capital, or 
pay higher wages tlian the smaller plants. They oflFered several possible 
explanations for the apparent failure of large-scale business to achieve 
all the advantages claimed for it. 

First, many business firms have enlarged their operations by buying 
out competitors, for the purpose of eliminating competition, or for mak¬ 
ing profit out of financial arrangements, rather than for the purpose of 
increasing efficiency and reducing costs. 

Second, there seems to be a limit to the cost-reducing effect of mass 
production. Beyond a certain point, larger size does not necessarily 
bring lower cost per unit. The larger the plant, the farther the manage¬ 
ment is removed from actual operations. This makes it difficult for man¬ 
agement to check operations and keep them at the height of efficiency. 
This difficulty of supervision seems to be especially true when the scale 
of operations extends beyond a single plant to a group of plants, and 
when there is considerable diversification of product. 

Third, the public may not be getting as much benefit from the re¬ 
search facilities of big business as is possible. When large business or¬ 
ganizations develop in an industry, there is frequently a lessening of 
competition. As a result, the spur to experimentation and introduction 
of new methods may be dulled. From a financial viewpoint, the large 
producer may prefer to slow down the introduction of improvements in 
order to avoid losses from too rapid obsolescence of machinery. 

Fourth, large-scale business is often controlled by absentee directors, 
men who control the policies of a particular company but do not give a 
major part of their time to the management of the company. The di¬ 
rectors of large corporations are usually men with financial interests in 
many businesses; they have to rely to a large extent on the work of their 
subordinates. The subordinates who are on the scene every day are not, 


* Relative Efficiency of Large, Medium-Sized, and Small Business, TNEC Mono¬ 
graph No. 13, 1941. See also Twentieth Century Fund, How Profitable is Big Busi¬ 
ness? 1937. 
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however, in a position to make decisions on major policy. Such a system 
may lead to inefficiency. 

On the other hand, some economists claim that such conclusions are 
not justified, because, they point out, the statistical data regarding costs 
of production in large and small plants are inadequate.^ 

A middle position has been taken by a noted authority. Professor 
Corwin D. Edwards, who makes a distinction between the eflSciency of 
a single large plant and the eflSciency of a large firm operating more 
than one large plant. He says, “The case for preserving the large in¬ 
dustrial establishment on grounds of efficiency is overwhelming. . . . 
The case for preserving the large business that contains more than one 
establishment is less persuasive. . . 


Exercises and Activities 
I Dictionary of Economic Terms 

by-product geographic division of labor 

diversification of product mass production 

division of labor (specialization) roundabout production 

scientific management 

II Questions and Problems 

1) State three reasons why costs differ among producers of the same 
article. 

2) State five advantages of large-scale production. 

3) State three problems created by large-scale production. 

4) State four reasons which may hinder large-scale business from fully 
developing its advantages. 

5) Explain how each of the following quotations illustrates certain 
characteristics and problems of large-scale production; (a) “As re¬ 
lentless as fate, the endless belt moved. Knots of workmen on the 
assembly line . . . nuts were tightened, parts were fastened . . . 
same operation repeated again and again.” (b) “Not counting the 
engine or special equipment such as guns or radio, a light tank has 
17,000 parts. To make these parts a set of 2800 blueprints is re¬ 
quired. Into such a tank go thousands of parts which must be ma¬ 
chined to dimensions which must not vary more than 9io.ooo of an 
inch. . . . American Car and Foundry were planning production 
for six months before it received its first tank order. Seven months 
later the first tank was finished.” (c) “In the last eight years the 
Ford Company scrapped 46% of its entire plant. . . . The equip- 

^ J. S. Bain, “Price and Production Policies,” Survey of Contemporary Econorrk- 
ics, Blakiston Co., 1948, p. 141. 

^ Corwin D. Edwards, Maintaining Competition, McGraw-Hill Book Company, 
1949, pp. 111--118. 
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ment scrapped was not broken, or obsolete in the ordinary 
sense. ... It was not waste—^it was economy. . . .” 

6) “The American workingman is the highest-priced workingman in 
the world because American management has furnished him with 
the best working equipment in the world. The American workingman 
earns more money, owns more property, uses more goods, and is able 
to save more by his thrift than any other, not because he works 
harder or works long hours, but because his better equipment under 
expert direction enables him to produce more. Progressive managers 
discovered long ago that it is cheap labor that costs most, and ex¬ 
pensively equipped and highly paid labor is in every way the most 
economical to employ.” (a) Summarize the quotation in your own 
words, (b) What evidence could you offer in support of the above 
statement? (c) \\’'ould labor leaders accept this statement? 

7) What reply might the head of a large business give to questions 
raised about the efficiency of big business? 

8) Explain the distinction which Professor Edwards makes in the quota¬ 
tion ending the text on page 237. 

9) How does the graph on page 235 illustrate the text on pages 89-91? 
Ill Things To Do 

1) Read and summarize the pamphlet Power, Machines, and Plenty 
(Public Affairs Pamphlet No. 142, Public Affairs Committee, 1948), 
and Men and Machines {You and Industry Series, National Associa¬ 
tion of Manufacturers), regarding the effects of machinery on pro¬ 
duction and costs. 

2) On the basis of your observations in your community, summarize 
the differences between large-scale and small-scale methods in fac¬ 
tories, stores, or farms. 


LESSON 


SI 


OVERHEAD COSTS AND 
COMPETITION 


Costs, Volume, and Profits 

In 1945 John Gordon organized the Pyramid Chemical Company for 
the purpose of manufacturing a spot remover for clothing. He rented a 
loft, installed machinery and office equipment, and hired the necessary 
labor. His plant could produce 100,000 pint bottles of spot remover 
per year if all the machinery were operated fully. He adopted the 
brand name “Wondakleen.’’ The firm had yearly overhead costs 
amounting to $15,000—^mainly rent, maintenance, office help, adver¬ 
tising, monthly payments for machinery. The direct cost per pint bottle 
—labor and materials—^was 30 cents. 
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Mr. Gordon decided to charge $1.00 per bottle for the spot remover, 
because that was about the usual price for such a product. At that price 
he sold 30,000 bottles during the year 1945. Since his total overhead 
costs were $15,000 the overhead cost per unit became 50 cents. The 
financial results were as follows: 


a 

b 

C 

d 

e 

f 

g 

h 

Year 

Selling 

Price 

Sales 

\"OL- 

IME 

Overhead 

C\)ST PER 
Unit 

(.$ 15,000 ^ c) 

Direct 

(’OST PER 

Unit 

Aggregate 
Cost per 
Unit 
( d + e) 

Unit 

Profit 

(b-f) 

Total 
Profit 
(c X g) 

1945 

$1.00 

30,000 

.50 

.30 

.80 

.20 

$6,000 


Since sales were less than one-third of capacity, the company decided 
to increase volume by cutting the price. At 90 cents the firm sold 50,000 
bottles in 1946, with the following results: 


Sales Overhead Direct Aggregate 



Selling 

VOL- 

Cost per 

Cost per 

Cost per 

Unit 

Total 

Year 

Price 

l MI- 

Unit 

Unit 

Unit 

Profit 

Profit 

1945 

$ 1.00 

30,000 

.50 

.30 

.80 

.20 

$ 6,000 

1946 

.90 

50,000 

.30 

.30 

.60 

.30 

15,000 


By increasing the volume of sales, the company had reduced the 
overhead cost per unit so much that the unit profit, or margin of profit, 
was higher at a selling price of 90 cents than it had been at the selling 
price of $1.00. An increase in volume of 66/3 percent caused total profits 
to increase by 150 percent. 

For 1947 Mr. Gordon was tempted to lower the selling price still 
more in order to get more volume. From his analysis of the market, 
however, he was uncertain as to whether the drop in price would add 
enough volume to increase profits. He finally decided against a price 
decrease. During the year new competition appeared in the field, and 
the sales of Wondakleen declined sharply, with the following results: 


Year 

Selling 

Price 

Sales 

Overhead 
Cost per 
Unit 

Direct 
Cost per 
Unit 

Aggregate 
Cost per 
Unit 

Unit 

Profit 

Total 

Profit 

1945 

$ 1.00 

30,000 

.50 

.30 

.80 

.20 

$ 6,000 

1946 

.90 

50,000 

.30 

.30 

.60 

.30 

15,000 

1947 

.90 

25,000 

.60 

.30 

.90 

none 

none 


The drop in volume had raised the overhead per unit to such a point 
as to eliminate profit entirely. To meet the new competition, the Pyra¬ 
mid Company in 1948 cut the price sharply to 70 cents. This change en¬ 
abled the company to rebuild its volume to a new peak of 60,000. The 
financial results were much better than in 1947, but not so good as in 
1946. The lower selling price had not caused a sufllcient rise in the 
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volume of business, and the unit profit, as compared with 1946, dropped 
considerably. The results for 1948 were as follows: 


Year 

Selling 

Price 

Sales 

Overhead 
Cost per 
Unit 

Direct 
Cost per 
Unit 

Aggregate 
Cost per 
Unit 

Unit 

Profit 

Total 

Profit 

1945 

$ 1.00 

30,000 

.50 

.30 

.80 

.20 

$ 6,000 

1946 

.90 

50,000 

.30 

.30 

.60 

.30 

15,000 

1947 

.90 

25,000 

.60 

.30 

.90 

none 

none 

1948 

.70 

60,000 

.25 

.30 

.55 

.15 

9,000 


These figures illustrate the problem which faces businessmen in gen¬ 
eral, as they try to get business or to hold on to the business they al¬ 
ready have. How can they find that combination of price, sales volume, 
and overhead costs which will give them the greatest amount of profit? 
Only by experimenting with various policies regarding prices and costs, 
and seeing what volume of sales they get, can they decide which policy 
is best for their particular business. Moreover, these policies have to be 
varied to meet new competitive situations or changing economic condi¬ 
tions. 

Notice the central importance of volume in determining the cost of 
an article. The more units sold, the smaller the part of the overhead costs 
each unit has to pay for; the fewer units sold, the greater the part of the 
overhead each unit must carry. The businessman does not actually 
know what liis merchandise is going to cost him per unit, until after 
the season, or year, has come to an end. Only then can he calculate his 
cost per unit and see whether he has made any profit. 

In practice, of course, the businessman adds to the direct cost a 
given amount or percentage so as to cover the overhead cost per unit 
and provide a margin of profit. This is called the “markup.’' He cannot 
be certain in advance that this markup is large enough. If it is too 
low, he may do a large volume of business; but he will not make 
enough profit, or may even lose money. If his markup is too high, he 
may have a high unit profit, but may not do enough business to make a 
satisfactory total profit. By trial and error the businessman tries to de¬ 
termine the best markup for his business as a whole and for each of the 
articles he sells. 


Product Differentiation and Diversification of Products 
Although the Pyramid Chemical Company had recovered fairly well 
in 1948, Mr. Gordon was worried. He did not want to repeat the ex¬ 
perience of 1947, when a drop in volume had prevented him from mak¬ 
ing any profit. Moreover, the experience of 1948 showed that, in order 
to get much additional business, he might have to cut prices drastically. 
But cutting prices might reduce the unit profit still more so that total 
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profits would be endangered. There was a solution, however, for this 
problem: perhaps he could hold on to his present volume of business at 
the existing price, and get additional business at a reduced price. That 
raised two questions: First, how could he cut prices on part of his mer¬ 
chandise and not on the rest of it? The answer to this question was that 
he could sell part of his production at a lower price but under a new 
name, ‘‘Mirakleen.” The sales of Mirakleen would not interfere with 
the sales of Wondakleen, because of the difference in name; especially 
if the new product were sold through diflFerent outlets, such as bargain 
basements and cut-rate stores. 

Second, how much could the firm aflFord to cut the price to get added 
business? The answer was that the firm could sell the new product at 
any price above 30 cents (the direct cost per unit) and make a profit. 
Here was Mr. Gordon’s figuring: 

Wondakleen sells for 70 cents a bottle. 

Direct cost is 30 certs per bottle. 

This leaves 40 cents per bottle t. cover overhead costs. 

Total overhead costs are $15,000. 

$15,000 divided by 40 cents equals 37,500. This is the number of bottles 
which must be sold for the firm to break even. 

Since sales of Wondakleen for 1948 were 60,000, at a price of 70 cents, 
this product can safely be charged with the total overhead costs. 

Mirakleen will have direct costs of 30 cents per bottle, but will have no 
overhead cost per unit. 

Therefore, as long as sales of Wondakleen stay at 60,000 (at 70 cents 
each), any price for Mirakleen above 30 cents will bring in a profit. At 49 
cents, for example, Mirakleen will bring in a profit of 19 cents per unit. 

Mr. Gordon’s calculations help to illustrate another important eflFect 
of overhead costs on business policies. In striving for increased volume, 
business firms frequently sell various portions of the same product at 
different prices by varying the form of the product, or the time or place 
of its sale. The differences in prices may be much greater than the dif¬ 
ferences in quality or cost. This practice is possible because once the 
total overhead costs have been covered by the volume of business al¬ 
ready on hand, additional business can be sought at any price above the 
direct costs, plus added overhead costs, which may come from enlarg¬ 
ing the capacity of the plant or the sales activities. 

The policy of varying the prices of goods and services in order to 
reach different kinds of buyers is shown in many ways in the business 
world. A flour mill may pack the same, or almost the same, flour under 
three different names, at three different prices, to reach housewives of 
different income levels and buying habits. For similar reasons, rail¬ 
roads run Sunday excursions at reduced rates, telephone companies 
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charge lower rates for calls made in the evenings and on Sundays, and 
theaters vary their prices according to the time of day. All these cases 
are examples of product differentiation which is being used to get a 
larger sales \ olume. 

Additional volume for the purpose of offsetting overhead costs can 
also be secured through diversification of product. The more products 
a firm handles, the greater flexibility it has in meeting competition. The 
items on which there is less competition can be sold with a larger mar¬ 
gin of profit and can take care of most, or all, of the overhead costs. The 
articles which face much competition can be sold at any price above 
their additional cost because the other articles are covering the existing 
overhead costs. The firm selling many products has the advantage over 
the competitor who sells only one product or a few products. 

A manufacturer of razor blades goes into the production of a shaving 
cream, which he sells at a price below that of well-known brands of 
shaving cream. The shaving-cream manufacturer can, of course, meet 
this competition by going into the manufacture of razor blades, or 
toothpaste, or sun-tan lotion. The radio store begins to sell cameras and 
hardware, the drug store sells fountain pens, the cigar store sells shirts 
and toys and watches, and the grocery store stocks electric-light bulbs 
and vitamin tablets. A department store opens a shoe repair and dry- 
cleaning service, while a manufacturer of rayon turns out plastic prod¬ 
ucts. The corner candy store has become virtually a little department 
store. All these businesses are diversifying their products in an effort to 
increase volume of sales. 

Overhead Costs and Cutthroat Competition 

When times are good, this drive for greater volume may not do 
much harm to the competing firms. When business slows down, how¬ 
ever, the pressure of overhead costs leads to cutthroat competition. 
Competition is considered cutthroat wheii businessmen sell goods “be¬ 
low cost.” Ordinarily cutthroat competition means that the business 
loses money. Such is the case when severe competition forces the busi¬ 
nessman to operate at a loss while awaiting improvement in market 
conditions. In other cases, however, cutthroat competition results from 
pricing practices. A firm is said to be selling below cost if it sells 
some of its goods at prices which do not cover the overhead costs, al¬ 
though most or all of the direct costs are covered. The firm depends 
on its other business to cover the overhead costs. In bad times this 
type of price discrimination is widespread. Big customers are given 
lower prices because loss of their orders to competitors would be 
serious. Cut prices are offered to some firms in order to get them 
away from competitors. Surplus stocks are dumped, or sold below the 




The Wallgreen Company 

The interior of this modern drug store is a fine example of diversification of product. The old-fashioned pharmacy 
specializing in compounding prescriptions could not compete in volume with what is virtually a miniature depart¬ 
ment store. 
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usual price, through outlets that do not compete with the usual outlets; 
that is, in a diflFerent field of business, in other parts of the comitry, or 
in foreign countries. The larger the percentage of a firm’s overhead 
costs already covered by the volume of business on hand, the more 
prices can be cut for the purpose of getting additional business. And 
the more new business the firm gets through cut-rate methods, the more 
it can afford to cut prices even lower in order to get still more business. 

The result may be a vicious circle. The cutting of prices forces busi¬ 
nessmen to get more volume. In order to get more volume, businessmen 
have to cut prices. The resulting competition brings lower prices to con¬ 
sumers. Yet it may lead businessmen to put inferior merchandise on the 
market and to use questionable methods of getting business. The final 
result may be a breaking down of opportunities for profit-making in 
specific industries or in the business world as a whole, with bad effects 
on wages and employment. 


Exercises and Activities 
I Dictionary of Economic Terms 

cutthroat competition dumping 

diversification of produc.t markup 

II Questions and Problems 

1) Describe various ways in which businessmen try to increase the 
volume of business when competition is great. 

2) Explain how charging varying prices to different customers can help 
a business to increase its profits. 

3) Show how varying of price for the same product is practiced in the 
following cases: (a) fees charged by doctors and lawyers; (b) rates 
charged by telephone, electric, and gas companies; (Note the in¬ 
formation about variations in rates on the back of bills for electricity 
and in the telephone directory.) (c) railroad freight rates. 

4) (a) Why may a large department store be able to undersell specialty 
stores carrying competing merchandise? (b) Why may a specialty 
store be able to undersell the large department stores? 

5) American business firms spend hundreds of millions of dollars every 
year for industrial research. What connection is there between over¬ 
head costs and this research work? 

6) Explain each of these viewpoints: (a) overhead costs are a primary 
cause of business failures and depressions; (b) overhead costs are a 
factor forcing us to make continual progress. 

7) A manufacturer of an electrical appliance made by new production 
methods has a plant whose capacity is 100,000 appliances per year. 
His direct costs per unit are $5. His total overhead is $500,000 per 



Les. 32] 


The Cost of Distribution 245 

year. His sales have been 20,000 per year, at a selling price of $20 
each. A department store chain which does not now handle his prod¬ 
uct offers to pay $9 each for 30,000 appliances to be sold under the 
store’s own brand name, (a) Would it pay to accept at this price? 
(b) At what price for the additional 30,000 would the manufacturer 
be no better off or no worse off than if he did not accept the offer? 

Ill TraNGs To Do 

1) Pay a visit to the neighborhood stores, to nearby department stores, 
to the box office of your local movie, etc., and write a report on the 
examples you can find of price variations for the same product or 
service, and of diversification of product. 

2) Draw a graph to represent the table of costs and profits for the years 
1945-1948, as shown on page 240. 


LESSON kJ /V THE COST OF DISTRIBUTION 

The Growing Cost of Distribution^ 

A magazine once published the following advertisement; 

there’s something very strange about this grocery store. 

Mrs. B: A dozen oranges, please. 

Grocer: Oranges? We sell oranges only at Christmas time. 

Mrs. B: How surprising! I’ll take six cans of Blank’s tomato juice. 

Grocer: Tomato juice? Sorry, I never heard of that! 

Mrs. B: Well then, what brands of coffee do you carry? 

Grocer (puzzled): Brands? I keep coffee in bulk. I can grind you some. 
Mrs. B: I can’t wait. And I suppose you’ll tell me you haven’t even got soap 
flakes! 

Grocer: What are soap flakes, anyhow? 

Mr. B (angrily): Say, what sort of a store \s this? Sugar in barrels! And 
only loose crackers!—Let’s leave. 

Mrs. B: There’s something very strange about this store. Even the grocer 
looks like a ghost! 

You can be sure this 1939 husband and wife did see a ghost! They’ve just 
found how strange it would be to walk into the old-time grocery their mothers 
and grandmothers knew. 

Gone are the days of a few monotonou*^ foods, and long hours in the 

^ The word “distribution” is not used here in the way that it was used in Unit 3. 
There the distribution of income among various groups in the community was dis¬ 
cussed. In this lesson the term refers to the distribution of goods from the time they 
have been produced until they reach the final consumers. See the diagram on 
p. 248. 
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kitchen. . . . What caused this change? Many people, many things: . . . 
the grocers who fill their stores witli the finest things for you . . . modern 
transportation—automobiles and trucks, steamships, railroads and airplanes 
that speed perishable foods not only 3000 miles across the continent, but 
from foreign lands as well. 

. . . the refrigeration industry, without which many foods would spoil or 
lose flavor and freshness in transit, in stores, and in the home. 

. . . and advertising, by which manufacturers and grocers have informed 
you about these new products, and have lowered prices through mass produc¬ 
tion and volume sales. 

This advertisement pictures the growing importance of distribution 
in our economic life. “Distribution” as used here refers to the processes 
involved in getting goods from the producer to the consumer—ship¬ 
ping, storage, financing, and selling. The Twentieth Century Fund 
once published a report indicating that in the late 1930’s out of every 
dollar spent for goods, 59 cents represented the cost of distribution, 
and only 41 cents went for the cost of producing the goods.^ 

The 59-cent figure was an average of distribution costs for all kinds 
of farm products and manufactured goods. Another name for these 
costs is price spread, because it is the difference between the retail 
price and the cost of producing the article. In the case of perishable 
fruits and vegetables, 75 to 85 percent of the price paid by the con¬ 
sumer was for distribution costs, and only 15 to 25 percent of the retail 
price represented the price the farmer received for these products. 
Studies of manufactured goods showed distribution costs ranging from 
11 to nearly 80 percent. The importance of price spreads is illustrated 
in the chart on the page opposite. 

These large price spreads result from the cost of middlemen's serv¬ 
ices. A middleman is any kind of business firm which specializes in one 
or more steps of the process of distributing goods and services. The 
diagram on page 248 shows in a simplified way the vast system of distri¬ 
bution—transportation, storage, banking, wholesaling, and retailing— 
which is required to help bring vegetable, animal, and mineral products 
from the producers to the consumers. 

The growth of distribution services is shown by these figures: in 
1870, 75 percent of all gainfully employed workers were engaged in 
production, and 25 percent in distribution occupations; by 1930, the 
percentages were 50 and 50. This point is further illustrated in the 
chart on page 249. 

The high cost of distribution does not necessarily mean that middle¬ 
men, over the long run, are making exceptionally high profits. The 
problem is that the furnishing of all these services by the middlemen is 

* Does Distribution Cost Too Much? Twentieth Century Fund, 1939. 
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PRICE SPREADS 



GASOLINE 


CANNED TOMATOES I 



MILK 


^ ®®®(T 3>000000 

WOMEN'S CLOTHING 

0 0000000 

(^NGES 

Each symbol represents 10 per cent of retail price 

PiCTOGRAPH corporation for public affairs committee. INC 

The chart shows the importance of distribution costs as well as their variation 
in importance from product to product. These costs varied from about 25% 
for men's clothing, to about 70% for oranges. What are some of the causes 
of such variation from product to product? 

expensive. The cost of distribution has become so high that much of 
the saving from mass production is being lost. 

Factors in the High Cost of Distribution 

Among the many factors which have led to the high cost of distribu¬ 
tion the following are regarded as the most important: 

1. The consumers' lack of training and their demands for special 
services. We have already studied about the bewilderment the con¬ 
sumer faces in his buying of goods and services. Because people are so 
easily influenced by slogans, brand names, pseudo-scientific jargon, and 
glamorous endorsers, producers are encouraged to spend a great deal 
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on selling techniques. In addition, consumers have learned to demand 
all kinds of special services—and these services cost money. They give 
more convenience and comfort, but they also increase the middleman's 
cost of doing business. 

2. Wasteful methods of competition. Mass production creates pres¬ 
sure on sellers, whether manufacturers, wholesalers, or retailers, to get 


THE FUNCTIONS AND COSTS OF DISTRIBUTION 



TRANSPORTATION 


Meii^ol od»e't'>ing ond other co»f$ omowoiio of the diilribution dollar 

Pictograph Corporation for Public Affairs Committee^ Inc. 

The diagram illustrates some of the services of middlemen; it also shows 
some of the duplication of expense as goods move from producer to con¬ 
sumer. Of each dollar of distribution costs, manufacturers paid 24^, trans¬ 
portation 23^, wholesalers 18^, and retailers 33^. 


maximum volume. A great deal of money has to be spent on the selling 
process. These selling expenditures are duplicated by all the competing 
business firms, so that the ratio of ^selling expense to the total volume of 
goods produced may become excessive. If you have ever counted the 
number of milkmen who supply a single apartment house every morn¬ 
ing, or if you have ever counted the number of butcher stores, fruit and 
vegetable stores, and drug stores, in a well-populated neighborhood, 
you have observed this duplication of distribution services. To the ex¬ 
tent that this duplication causes businessmen to give their customers 
lower prices and better goods, it has been a good thing. Moreover, this 
duplication of services reflects the American freedom of enterprise. But 
economists question whether, beyond a certain point, more duplica¬ 
tion saves money for the community. Is the money spent on this addi- 
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tional competition greater proportionally than the reduction in retail 
prices which may follow? 

Probably one diiBculty is that many businessmen lack an accurate 
knowledge of business costs and therefore open up new businesses, or 
build up existing businesses, beyond the point where there is any gain 
to the community. The risks of wholesale and retail business are excep¬ 
tionally high because of perishability, style changes, and the ease with 


THE GROWING IMPORTANCE OF DISTRIBUTION 
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Each item in this graph is compared to what it was in 1870. Thus, while dollar 
volume of goods expanded to about 19 times what it was formerly, popula¬ 
tion was only 3 times as great. Distribution workers were about 9 times the 
number in 1870, while production workers were only 4 times the number in 
1870. (Data from Public Affairs Pamphlet No. 44, "59^ of Your $1”) 


which new firms may enter the field. The mortality rate —the percent 
of firms going out of business—is much greater in the fields of distribu¬ 
tion than in production. 

3. Interstate trade barriers. This terui sounds strange to Americans, 
who have long prided themselves on the constitutional guarantee of 
freedom of interstate commerce. But recent studies have shown an 
alarming growth of interstate trade barriers; that is, laws and regula¬ 
tions established by the various states for the purpose of giving busi- 
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nessmen within each state an advantage over businessmen in other 
states. A few examples of interstate trade barriers follow. 

A state once required that a harmless red dye be introduced into any milk 
coming from outside the state s own milk shed. 

In one state the tax on wine from out-of-state grapes was at one time more 
than twelve times as great as the tax on wine from grapes grown within the 
state. 

A trucking firm in 1940 had to pay $1100 in taxes to the three states 
through which its trucks traveled. 

Some states use quarantine regulations forbidding the entry of goods 
which might be diseased, as a means of protecting local animal and fruit farm¬ 
ers against competition from the farmers of other states. 

A 1939 investigation uncovered the existence of more than a thousand 
state laws restricting the purchase of goods and services from business 
firms and farmers in other states. Since these laws reduce competition, 
their eflFect is to increase the cost of goods and services to consumers. 

4. Fair-trade laws and chain-store taxes. Practically every state in 
the Union has adopted fair-trade laws. These laws allow producers of 
brand-name goods to fix the retail prices of these goods; the retailers 
are forbidden to cut the prices set by the producers. This practice by 
producers of setting retail prices is called resale-price maintenance. In 
1937 the federal government passed the Miller-Tydings Act to allow re¬ 
sale price maintenance in interstate commerce. In addition, about 
twenty states have laws placing special taxes on chain stores. The pur¬ 
pose of both these types of laws is to give small, independent businesses 
a better chance to compete with chain stores and large department 
stores. As a result of these laws, however, the consumer may pay higher 
prices for goods. The assumption is that the consumer will nevertheless 
gain if small business firms are helped to survive and competition is 
preserved. 


Reducing the Cost of Distribution 
The remedies for the entire problem are suggested by the diflSculties 
outlined. Better-trained consumers might cooperate with producers and 
middlemen to reduce the costs of distribution. The work being done by 
consumer testing agencies, public agencies, and consumers’ cooper¬ 
atives will help to train consumers to get more for their money. At the 
same time, businessmen, through further studies of distribution costs, 
may learn to operate more eflSciently, and pass the savings along to con¬ 
sumers. In agricultural production this is already being done to a large 
extent by farmers’ cooperatives. Similar work is being done in industrial 
and distribution fields by trade associations. The states have been urged 
to cooperate in overhauling the many hundreds of state laws which in- 
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terfere with interstate trade. They have been asked to make a distinc¬ 
tion between laws which genuinely protect the health and welfare of 
the people in a state, and those which tend mainly to protect special in¬ 
terests within the state. 


Exercises and Activities 
I Dictionary of Economic Terms 

distribution mortality rate 

fair-trade law price spread 

interstate trade barriers resale-price maintenance 

II Questions and Problems 

1) Summarize the various reasons for the high cost of distribution. 

2) How do you explain the differences in price spreads shown in the 
chart on page 247? 

3) What significance may the figures in the chart on page 249 have for 
high school students planning their careers? 

4) ‘‘There are too many middlemen.” “Middlemen can be eliminated, 
but not their functions.” Explain and discuss these statements. 

5) The Twentieth Century Fund report on distribution said that in¬ 
dependent merchants were holding their own against the chain 
stores, large department stores, and mail-order firms. Is this a good 
or bad thing for the community? Why? 

6) Outline several ways in which the cost of distribution might be re¬ 
duced by (a) consumers' actions; (b) actions of national, state, and 
local governments; (c) manufacturers; (d) wholesalers and retailers. 

7) Summarize the arguments for and against fair-trade laws or chain- 
store taxes. 

Ill TfflNGs To Do 

1) Make an analysis of your neighborhood, to get evidence as to 
whether there is excessive duplication of retail services. 

2) Read and summarize Public AflFairs Pamphlet No. 44, 59^ of your 
Dollar — The Cost of Distribution (Public Affairs Committee, 1940). 

3) Find out whether your state has a fair-trade law or a special tax on 
chain stores. If yes, what are the provisions of the laws? 

4) Cooperate with other members of your class in getting the opinions, 
orally or by letter, of independent storekeepers, managers of de¬ 
partment stores and chain stores, and consumers, in your community, 
about the desirability of fair-trade laws. Summarize these opinions 
in a report. 

5) Write a report on how the use of middlemen is lessened by the 
use of (a) farm cooperatives, (b) consumer cooperatives, (c) mail¬ 
order houses. 
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THE MARKET: SUPPLY, 
DEMAND, AND PRICE 


Economic Value 

In the first lesson in this book, you learned that our economic system 
is based on the buying and selling of goods which have economic value. 
Economic value expressed in terms of money is a price: the amount of 
money which will be given in exchange for a good or service. 

The first basis of economic value is utility, or usefulness—the ability 
of goods and services to satisfy our wants for food, clothing, shelter, 
recreation, education, and security, and other things. Wants or desires 
do not, however, have any eflFect on prices unless they are combined 
with ability to pay. Many would like to own a luxurious yacht; but the 
price of yachts is not aflFected by the wants of those who have not 
enough money to buy yachts. 

The second basis of economic value is economic scarcity, which 
means that the amount available is smaller than the amount which peo¬ 
ple would like to have. Diamonds are much less useful to us than air; 
but diamonds have economic value, whereas air does not. The reason is 
that the number of diamonds is small compared with the number which 
people would like to ha\f‘, whereas ordinarily there is more than 
enough air for everybody. 

When goods are scarce, they have a cost because labor, capital, and 
other factors of production must be spent to get them. This cost is im¬ 
portant in determining price. 

Because goods have economic value, buyers and sellers come to the 
market to engage in competition and bargaining. Competition is the 
rivalry which occurs on each side of the market: buyers compete with 
one another for the goods and services which are available, and sellers 
compete with one another for the business of the buyers. Bargaining is 
the process whereby buyers and sellers try to get the best possible 
prices from each other. E\'ery seller tries to get from the buyers the 
price which he thinks will give him the most profit. Each buyer tries to 
persuade the sellers to give him the lowest possible prices. All buyers 
and sellers must adapt themselves to the conditions in the market. 

Overlapping and Insulated Markets 

A market is a coming together of buyers and sellers. “Coming to¬ 
gether” does not mean that the buyers and sellers actually face one an¬ 
other; they may be far apart, and yet be in the same market. A farmer 
raises chickens and eggs, and sells them to his neighbors; the farmer 
and his customers constitute a small, but complete, market. A typical 
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dairy farmer is part of a much larger market, consisting of thousands 
of dairy farmers and all the dairy companies in that section of the coun¬ 
try. For some goods, such as wheat and rubber, the market consists of 
buyers and sellers in all parts of the world. 

Often one market is part of another. The neighborhood dress shop 
and the women who patronize it constitute a market. But the amount 
of business which the owner of the dress shop will get from these 
women and the prices he will charge them are influenced by what is 
being offered in the downtown stores. The neighborhood stores and the 
downtown stores are, therefore, to some extent part of the same mar¬ 
ket. Because of the development of the automobile, small-town mer¬ 
chants find that their market is overlapped by the markets of the larger 
cities nearby. They also have to meet the competition of mail-order 
houses hundreds of miles away. A market may be even broader; for ex¬ 
ample, the jewelry stores and their customers form a complete market; 
but they are also part of the retail market as a whole, in which other 
goods and services are competing with jewelry for the customers’ 
money. 

We may say that the whole world is a single market, in which all 
goods offered for sale compete with one another. The traders in the 
wheat market in Chicago watch the prices of wheat in Kansas City, 
Winnipeg, and Liverpool. American watch manufacturers have to 
worry about the prices of Swiss watches. Synthetic rubber produced in 
the United States competes with natural rubber from the Far East. 
Bread, potatoes, and spaghetti are rivals for the consumer s dollar; so 
are canned goods, frozen foods, and fresh fruits and vegetables; also 
the motion-picture theater, the ball game, and the bowling alley. Every 
seller of an article feels, directly or indirectly, the competition of all 
other sellers of the same article in various parts of the world. In addi¬ 
tion, he faces the competition of every article which might be substi¬ 
tuted for his. Thus the economic world consists of a countless number 
of overlapping markets. Markets overlap with one another to the ex¬ 
tent that the actions of buyers and sellers in one market are affected by 
the actions of buyers and sellers in other markets dealing with the same 
or substitute goods and services. 

Despite this universal overlapping of markets, there exists a remark¬ 
able insulation of markets. A market is insulated to the extent that the 
buyers and sellers in that market are partly or completely unaffected by 
developments in other markets handling the same articles or substi¬ 
tutes. Two grocery stores may do business side by side for many years. 
One store attracts its customers by charging low prices on a cash-and- 
carry basis. The other store charges higher prices, but gets its customers 
by giving telephone and delivery service, extending credit, and in other 
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special ways catering to the customers. Each of these stores and its 
customers is a market, almost entirely insulated from the market func¬ 
tioning next door to it. Neighborhood stores may find it hard to match 
the bargains of some downtown department stores, but they secure the 
business of people who haven’t the time or inclination to go downtown. 
The manufacturers of well-known brands of canned goods, drugs, and 
cosmetics can charge higher prices than their competitors, and still get 
business, because the people who have faith in these brand names will 
not buy other brands even at lower prices. Location, special services, 
brand names, slogans like “Buy American” or “Patronize your neighbor¬ 
hood druggist,” fair-trade laws, interstate-trade barriers—all these are 
factors which help to insulate one market from another, and thereby 
lessen the amount of competition. 

In actual practice, all markets are a mixture of overlapping and in¬ 
sulating factors. If the overlapping factors are stronger than the insulat¬ 
ing factors, the market is highly competitive. If the insulating factors 
are stronger than the overlapping factors, the market has less com¬ 
petition; such a situation has monopolistic elements. This problem of 
competition and monopoly will be further analyzed in later lessons. 

The Factors Which Affect Supply 

In a system of free conipetition, prices are determined fundamen¬ 
tally by two factors, supply and demand. 

“Supply” means the amount which sellers are willing and able to sell 
at a given time at a given price. Each seller decides how much he would 
like to sell, and what price he would like to get, on the basis of his costs, 
in order to receive the amount of profit for which he is aiming. He has 
to take various factors into consideration. How many other sellers of 
the same product are in the market, and what prices are they asking? 
How much more of the product would be brought into the market if 
prices should be high enough to make the business very profitable? To 
what extent would a high price cause buyers to shift to substitute ar¬ 
ticles? What has been the usual price for the article? Are times so good 
that raising the price will cause little protest from buyers, or so bad 
that it will be hard to sell the goods at previous prices? On the basis of 
such considerations, every seller decides how much to supply and 
what price he will ask. 

One major factor which influences the seller’s decision about the 
price he will ask is the elasticity of supply. A supply is elastic if it varies 
greatly as a result of proportionately small changes in price. Thus, the 
supply of men’s hats can normally be stepped up or down quickly as the 
price changes. A supply is inelastic if it varies very little as a result of 
proportionately small changes in price. After planting, the supply of 
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strawberries cannot be changed much. This same inelasticity is true, in 
general, for agricultural products. In no case is supply completely in¬ 
elastic. It is impossible to produce any more paintings by the great 
masters of bygone times, or any more genuine Stradivarius violins; but 
if the prices offered for those articles should rise sufficiently, more of the 
people who own these rare items would be willing to sell them. When 
■ atomic energy was developed, new supplies of the scarce minerals 
needed for atomic energy were discovered in various parts of the 
world. We do, however, apply the term “inelastic” to the supplies of 
these articles, because it is relatively difficult to increase these supplies, 
or because additional supplies are withheld from the market by mo¬ 
nopolistic control unless the price goes up very high. 

The Factors Which Influence Demand 

Demand means the amount which buyers are willing and able to 
buy at a given time at a given price. How much they will buy, and what 
prices they will be willing to pay, depend on a number of factors. 
When the buyer is a businessman, one of the most important factors is 
the price he expects to get from his own customers. Thus, the price 
which the automobile manufacturer will be willing to pay for sheet 
steel is influenced considerably by the price at which automobiles are 
being sold. Another factor is general economic conditions. In good 
times buyers will pay higher prices if asked by the sellers, whereas in 
bad times the buyers will hold , back, hoping that prices will come 
down. Buyers try to judge the supply situation. If a large supply is 
‘Visible’’—coming into the market—, or if substitute articles are avail¬ 
able, they will offer lower prices; if the supply looks small, and substi¬ 
tutes are not available, they will have to offer higher prices. The num¬ 
ber of buyers is another factor. If there are many buyers seeking 
merchandise, they may bid against each other, and the prices will be 
higher. If buyers are few, it will be easier for them to get merchandise 
at lower prices. 

The elasticity of demand varies from one good or service to another. 
The demand is elastic if it varies greatly as a result of proportionately 
small changes in the price; it is inelastic if it varies little as a result of 
proportionately small changes in price. Bread is an example of an ar¬ 
ticle for which the demand is inelastic, because only a drastic change in 
price would cause people to change ^heir bread-eating habits. But 
when the price of automobiles was raised about $100 in 1935, sales de¬ 
clined rapidly. Generally the demand for necessities is less elastic than 
the demand for luxuries. 

Elasticity of demand is very important to the businessman. The more 
elastic the demand for an article, the greater the advantage to the busi- 
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nessman in cutting prices; because then a drop in price may cause the 
volume of sales to increase sufficiently to increase the total profit. 

The Relationship of Supply, Deaiand, and Price 

The relationships of supply, demand, and price are summarized in 
the following chart. 


THE INTERRELATIONSHIPS OF SUPPLY, DEMAND, AND PRICE 
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D stands for Demand, S for Supply, and P for Price. The line and arrow show 
direction of change. Thus, reading across the first line, if demand rises while 
supply does not change, price will rise. This is a direct relationship between 

demand and price. 

There are several important points to notice. First, when demand 
changes, price changes directly; that is, in the same direction. When 
supply changes, price changes inversely; that is, in the opposite direc¬ 
tion. When price changes, demand reacts inversely, while supply reacts 
directly. 

Second, supply and demand do not affect each other directly, but 
only through actual or anticipated changes in price. If demand in¬ 
creases, it pushes up the price; the rise of price stimulates an increase of 
supply. If supply declines, price moves upward, thereby limiting de¬ 
mand. Thus, price, by moving upward and downward, tends to change 
supply and demand in such a way as to keep them in balance. 

Third, all these reactions of supply, demand, and price to one an¬ 
other depend on “other things being equal.” This phrase refers to the 
“While” column in the chart on this page. An increase in the supply of 
fish should cause a drop of price; but it will not, if the demand for fish 
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is unusually high as a result of high meat prices. At the end of the sum¬ 
mer the demand for golf balls drops, and the price should drop, too. If, 
however, there is a shortage of golf balls because of scarcity of rubber, 
the storekeepers will not lower the price. "Other things being equaF 
means, then, that a change in demand (or supply) will alfect price in a 
certain way, provided there is no offsetting change in supply (or de¬ 
mand). 



1914 1915 1916 1917 1918 1919 1920 1921 1922 1923 1924 

Note that in every year except 1919, a rise in the supply (dotted line) was 
accompanied by a decline in the price (solid line), and a fall in supply was 
accompanied by a rise in the price. (Prices have been adjusted for changes 
in the general price level.) (Data from U.S. Dept, of Agriculture) 

A factor which prevents "other things from being equal” is that peo¬ 
ple sometimes anticipate changes in price and therefore do the opposite 
of what the chart on page 256 shows. A rise of cattle prices may not speed 
up the supply of cattle to the market; instead, the farmers may decide to 
wait until prices go up still more. For a while, at least, the rise of price 
may cause a shrinkage of supply. When, in 1939, the price of sugar 
jumped, it did not check the demand for sugar; people rushed to buy 
sugar before the price went up further. Likewise, when prices of goods 
begin to move downward, there is a tendency for some buyers to hold 
oflF buying until prices come down still mo^e, while some sellers rush to 
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sell before the price goes down further. Such actions interfere with the 
tendency of changes in price to bring about a balance of supply and 
demand. 

One of the most important factors influencing demand is the amount 
of income which people are receiving. When times are good, a rise of 
price for a particular article may not cause a drop in demand, if many 
people ha\ e enough money with which to buy at the higher price. As 
incomes rise, demand becomes more inelastic; some things formerly re¬ 
garded as comforts are now considered necessities. In a depression 
period, lowering the price may not stimulate demand, if people lack 
the necessary income with which to buy even at low prices. During the 
1940’s there was a sellers^ market —shortages of goods and abnormally 
large demand. Buyers had to, and were able to, pay high prices. Before 
that, in the 1930’s, there had been a hmjers market —large supplies and 
low incomes. Sellers had difficulty in disposing of goods even at low 
prices. Expansion and contraction of income, with the resulting changes 
in spending habits, are an important interference with “other things be¬ 
ing equal.” 

Each of the many thousands of prices in the business world is the re¬ 
sult of all the factors which we have discussed in this lesson. Since 
these factors cannot be measured precisely, there is no mathematical 
formula by which the buyers and sellers can determine the “right” price. 
In practice each price is an experiment, based on the judgments of sell¬ 
ers and buyers. Prices are constantly being adjusted on the basis of the 
experiences of sellers and buyers. The businessman, over a long period 
of time, must sell his goods or services for enough to cover his total 
costs. He may, for a short period, sell for less than cost; or he may, for 
a long period, sell some of his goods below cost. However, in the long 
run, total income must be greater than total cost if there is to be a 
profit. 

Exercises and Activities 
I Dictionary of Economic Terms 

bargaining elastic supply 

buyers* market inelastic demand 

competition inelastic supply 

demand insulated markets 

economic scarcity market 

elastic demand 

II Questions and Problems 

1) Explain what is meant by the statement, “Prices are determined by 
the law of supply and demand.” 


overlapping markets 
price 

sellers* market 

supply 

utility 
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2) (a) State and explain two factors affecting the supply of any product 
you choose, (b) State and explain tv/o factors affecting its demand. 

3) What is the diflPerence between utility and economic value? 

4) Explain the degree of elasticity of supply for each of the following 
items: shoes, steel, wheat, inexpensive jewelry, diamonds, antique 
furniture. 

5) Explain the degree of elasticity of demand for each of the following 
items: milk, strawberries, dresses, school supplies, refrigerators. 

6) Describe the market for each of the following, discussing (a) the 
numbers and kinds of buyers and sellers, and (b) the amount of 
overlapping or insulation: oranges, peanut butter, steel, velvet 
fabrics. 

7) Describe the effects of each item in the first list on the supply or 
demand, and on the price of the corresponding good or service in the 
second list: 


Incident 

Good or Service 

(a) heavy damage by boll weevil 

(a) cotton 

(b) good potato crop 

(b) potatoes 

(c) now long skirts style 

(c) textiles 

(d) development of rayon 

(d) silk 

(e) rise of national income 

(e) television sets 

(f) Thanksgiving Day 

(f) turkeys 

(g) Tennessee Valley Authority 

(g) electricity 

(h) rise in price of tin 

(h) canned foods 

(i) drought which forces farmers to 

(i) meat 

rush animals to market 


(j) introduction of mass-production 

(j) airplanes 

methods 


(k) perfection of alcohol fuel for 

(k) gasoline, grains 

automobile engines 


(1) higher w^ages in Europe 

(1) American automobiles 

(m) housing program in Great Britain 

(m) American cement 


8) Explain how the amount of competition depends on the extent to 
which a market is insulated or overlapping. 

9) (a) Explain what is meant by acting in anticipation of price changes. 
(b) Show how buyers and sellers may, by anticipating price changes, 
sometimes work against their own interests. 

10) (a) Select an item which you consider to be high-priced at the 
present time, and list the factors which you think may be responsible 
for the high price, (b) Select an item which you consider to be low- 
priced at the present time, and list the factors which you think may 
be responsible for the low price. 

Ill TraNGS To Do 

1) Make a simple diagram of the shopping area of your neighborhood, 
illustrating the overlapping and insulation of markets. 
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2) Over a period of two months keep a record of the prices of ten 
articles sold in different types of stores in your neighborhood. At 
the end of the project try to explain the reasons for the differences 
in the price fluctuations, or absence of price changes, of the various 
items. 

3) Make a comparison of the prices of some branded items in different 
stores. What diflFerences in prices for identical items do you find? 


LESSON 



PRICING IN AN ORGANIZED 
MARKET 


The Organized Market 

Walking into the New York Cotton Exchange, on the 19th floor of a 
skyscraper in the Wall Street district, is a novel experience. In the cen¬ 
ter of the large hall is a circular railing, about three feet oflF the ground 
and about twelve feet in diameter. Around this ring stand from forty to 
fifty men of all ages, shapes, and sizes. The noise at first is deafening, 
for the traders surrounding the ring seem to be acting like a bunch of 
boys who have just been let out of school. But these are serious busi¬ 
nessmen, negotiating “contiacts” for the purchase and sale of bales of 
cotton. 

Obviously, this is not the way buying and selling are done in most 
parts of the business world. The cotton exchange is an organized mar¬ 
ket^; that is, trading on this exchange can be done only by those who 
are members of the exchange, and trading must be done in a set place, 
during stated hours, and according to strict rules. There aie three es¬ 
sential differences between trading on an organized exchange and ordi¬ 
nary buying and selling. 

First, the organized markets deal in standardized contracts. Cotton 
brokers, for example, deal in cotton of a stipulated quality, which has 
been inspected and certified by experts employed by the Cotton Ex¬ 
change and by the government. The cotton is kept in bonded ware¬ 
houses in bales of 500 pounds each. The trading unit is 100 bales. 
Wheat, cocoa, eggs, rubber, hides, and the many other commodities 
which are traded on organized exchanges are likewise inspected and 
graded and sold in standard units. The buyer on an organized market 
knows exactly what he is buying. He is guaranteed by the rules of the 
exchange, and by possible penalties for the seller, against any error or 
misrepresentation regarding quantity or quality of what he is buying. 

Second, on an organized market every trader has full information 

^ There are two major types of organized markets: commodity exchanges, as de¬ 
scribed in this lesson, and securities exchanges, as described in pages 182-184. 
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about all bids, offers, and sales. Buyers may make their bids, and sellers 
their offers, only at the trading ring and only by “open outcry”; so that 
every trader knows the supply-and-demand situation from minute to 
minute. With the aid of the blackboards, tickers, and other sources of 
information, the cotton trader in the New York Cotton Exchange knows 
what is happening to the price of cotton not only in New York, but also 
in New Orleans, Sao Paulo, London, and all other organized cotton 
markets. In addition, there are bulletin boards giving the traders up-to- 



\cw York Cotton Exchange, Daily News photo 


Traders call and signal around the trading ring of the New York Cotton Ex¬ 
change. Only members have the privilege of buying or selling; outsiders 
must use the services of brokers who are members. 

date crop forecasts, production figures, weather reports, and other in¬ 
formation which will help them predict the supply-demand-price trends 
for the next day, the next month, and the next year. 

Third, at any given time, there is only one price for a commodity 
traded on an organized market. Since trading is done openly, and all 
sales are immediately and publicly recorded, it is hardly possible for 
more than one price to prevail at any moment. No buyer is going to 
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bid 34/2 cents when sellers are oflFering cotton for 34 cents; nor will 
any seller offer cotton at 34 if some buyer is bidding S4/L Only when all 
cotton offered at 34 cents has been bought up, will any buyer bid 34/2; 
and only when no buyer will take any more cotton at 34/2, does the seller 
come down to 34. 

Although there is only one price at a time, during the day there may 
be a considerable number of changes in the price of a particular com¬ 
modity in an organized market. Frequent, fractional changes in prices 
result from the quick reactions of interested manufacturers, merchants, 
and speculators to the slightest changes in the supply-demand-price 
situation. 

These three elements—standardized commodities, open trading, and 
a single price—are to be found in all the organized markets. These 
elements are the result of the strict rules which each exchange has 
established regarding the procedures for buying and selling. Through 
the tickers and newspapers the entire world is able to watch the process 
of price making as it goes on from hour to hour and day to day in the 
stock exchanges of New York, London, Paris, and many other cities; in 
the “wheat pit” of the Chicago Board of Trade; in the stockyards of 
Chicago and Kansas City; in the mining-stocks exchange of Toronto; 
and in every other organized market throughout the world. The news¬ 
paper excerpt below illustrates the daily newspaper reports about price 
quotations in the commodity exchanges. 

WHEAT 

Opeu. High. Low. 

May.2.23^ 2.24 2.23 

July.2.00 2.00H 1.99^i 

Sept. 2.00H 2.00J4 2.00^ 

Dec.2.03M 2.03^ 2.02^ 

CORN 

May.1..34 1.34>^ 1.33^ 

July.1.34M l.MH 1.33^ 

Sept.1.30^ 1.30M 1.29% 

Dec. 1.22H 1.22H 1-22 

OATS 

May.731^ .73^ .7.3^ 

July. 64% .65 .64^ 

Sept.64 .64 .63^ 

Dec. 

RYE 

May. 1.30% 1.31% 130% 

July.1.33 1.33% 1.32% 

Sept. 1.35% 1.36 1.35 

The “months" represent the months in which the commodity must be delivered 
by the seller to the buyer. Much commodity trading is in futures, that is, 
standardized contracts for delivery at a future date. The prices quoted above 
are per bushel. For the meaning of the various columns, compare with the 
stock and bond quotations on page 189. 



Prev. 

Last 

Close. 

Close. 

Year. 

2.23% 

2.23% 

2.14% 

2.00 

1.99% 

1.90% 

2.00% 

2.00% 

1.90% 

2.03H 

2.02% 

1.90% 

1.33% 

1.33% 

1.31% 

1.33% 

1.33% 

1.31% 

1.30% 

1.30% 

1.24% 

1.22% 

1.22% 

1.13% 

.73% 

.73% 

.68% 

.64% 

.64% 

.62% 

.63% 

.63% 

.62% 

.65% 

.65% 

.63% 

1.31% 

1.30% 

1.26% 

1.33% 

1.33 

1.26% 

1.36 

1.35 
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Organized Markets and Perfect Competition 

We sometimes talk of the perfect market, by which we mean a mar¬ 
ket in which there is perfect competition. What is meant by perfect 
competition is best illustrated by the organized commodities markets. 
There must be large numbers of buyers and sellers, no one of whom is 
important enough to make any significant difference in the supply and 
demand. All buyers and sellers must operate on equal terms, having 
full and equal knowledge about supply and demand factors. The article 
must be standardized according to known grades, so that it makes no 
difference to the buyer from which seller he gets the article. There must 
be a free market, without any restrictions on supply, demand, or price 
by government regulation or monopolistic situations. 

Even in the organized markets we do not have perfect competition. 
Buyers and sellers are not perfectly equal in their knowledge of supply 
and demand conditions. There are government restrictions on price 
fluctuations under certain circumstances. Yet there is a close resem¬ 
blance to the perfect market. 

Outside of the organized markets, buying and selling are not done 
in this fashion. In retail stores, products, instead of being standardized, 
are differentiated by brand names, fancy packaging, and sales talk. The 
price of an article may vary from one store to another. Even in dealings 
between one businessman and another, buying and selling are often 
done unscientifically. Many decisions regarding purchases and sales of 
goods and services are based on personal prejudices, good or bad sales¬ 
manship, and sometimes misrepresentation. Since the deals are made 
in private offices rather than around a trading ring, businessmen have 
to guess the prices which their competitors are paying and receiving. 

Advantages and Disadvantages of the Organized Market 

The organized markets present the clearest examples of how the laws 
of supply and demand operate when other things are equal. Here can 
be seen openly the competition among sellers and among buyers, and 
the bargaining between buyers and sellers. There are many buyers and 
many sellers, so that it is difficult for one person or group to dominate 
the market and establish the price. 

Price on the organized market acts like the needle of a delicate 
meter. When the pressures from the supply side and the demand side 
are equal, the needle stands still; as soon as the pressure from one side 
is greater, the needle oscillates accordingly. If the price moves up, 
because of pressure from the demand side, this will normally cause 
more offers to appear from the suppl> side. Supply and demand will 
again become balanced, and the price for the moment becomes fixed 
at a definite point. If the price moves down, because of pressure from 
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the supply side, more bids will normally appear from the demand side. 
The price will again settle at a point which balances supply and de¬ 
mand. The sensitiveness of price in the organized market is illustrated 
in the following chart. 

A sensitive price mechanism is of significance to producers of agri¬ 
cultural and mineral products, to the businessmen who buy and sell 
these products, and to the manufacturing firms which convert these 
products into finished goods. Small changes in the prices of raw ma- 

'iwlLioo examples of variety in wholesale price behavior, by months 




A glance will reveal that rye, an agricultural product sold in a competitive 
market, fluctuated more frequently in price than did rayon, a manufactured 
product. Despite the fact that rayon dropped considerably, price changes 
tended to be less frequent. (Data from Structure of the American Economy, 
Part I, National Resources Committee, June, 1939) 

terials can make large differences in the profits of businessmen. The 
existence of an organized market enables them to buy and sell futures 
contracts at any time that may fit their needs. In this way they reduce 
their risks and stabilize their profits.” 

The very fact that prices on the commodity exchanges are so sensitive 
creates opportunities for speculators. Normally, the daily buying and 
selling by speculators helps to stabilize the prices of the commodities 
traded on the exchange, so that the risks are limited for both buyers and 
sellers. On the other hand, speculation sometimes tends to accentuate 
the upward and downward movements of prices, as the speculators 
rush to buy and sell in anticipation of price changes. 

Actually, only a small part of the supplies of the various commodities 
is sold on exchanges. The major part moves from producers to middle¬ 
men and manufacturers. The prices paid in these private transactions 
are influenced to a considerable extent, however, by the prices set on 
the exchanges. 

2 Buying and selling of futures contracts for the purpose of reducing risks is 
called ‘Tiedging.’' A detailed description of hedging can be found in advanced eco¬ 
nomics textbooks. 
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Whenever there is speculation, there is the danger that some specu¬ 
lators will try to manipulate the market for their own profit. Because 
such manipulation has occurred, Congress passed the Grain Futures Act 
of 1922 and the Commodity Exchange Act of 1936. These laws regulate 
the activities of commodity traders, limit the daily movements of prices 
on the commodity exchanges, and forbid manipulation. 

Exercises and Activities 
I Dictionary of Economic Terms 

free market perfect competition 

organized market perfect market 

commodity exchange 

II Questions and Problems 

1) Describe three important differences between buying and selling on 
an organized market, and buying and selling of goods in the busi¬ 
ness world in general. 

2) (a) Explain what is meant by ^'perfect market” and “perfect compe¬ 
tition.” (b) Outline some of the factors which make competition im¬ 
perfect in the buying and selling of most goods and services. 

3) Is the sensitiveness of prices on organized markets a good or a bad 
thing for the community? Explain your answer. 

4) (a) Which is more characteristic of the American business world, 
buying by “price tag” or buying by “open outcry”? Give examples, 
(b) How does an auction differ from trading on an organized ex¬ 
change? 

5) During the latter part of the 1940’s the commodity markets were 
blamed by some people for the high prices of wheat, corn, metals, 
and other goods, (a) How may speculation on the exchanges have 
been partly responsible for the rise of prices? (b) What answers 
could the officials of the exchanges give to the charges made against 
the exchanges? 

Ill Things To Do 

1) Let the class divide itself into several groups, so that each group can 
for one week follow the prices on a particular exchange. The re¬ 
ports on the happenings in the exchanges can be found on the 
financial pages of the daily newspapers. Each group should report 
to the class on the movements of prices, and on the factors which 
influenced the price movements observed. 

2 At the library, or from local brokerage offices, or by writing to the 
exchanges (New York Stock Exchange, Chicago Board of Trade, 
Chicago Mercantile Exchange, etc.), get copies of literature de¬ 
scribing the operations of the securities and commodity exchanges. 
Read and summarize these pamphlets. 



PRICE AND EQUILIBRIUM 


LESSON 

The Free Market and Equilibrium 

Economic equilibrium is like the sea level—an imaginary but impor¬ 
tant idea. When we look at the ocean, we cannot see the sea level, only 
the ebb and flow of the tide, and the rise and fall of the waves. Sea level 
is a mathematical average between high tide and low tide. In eco¬ 
nomics, too, there is never any real equilibrium, for supply and demand 
never stand still. “Equilibrium” means that the supply of, and demand 
for, an article are in approximate balance. The best evidence of such 
balance exists when the price of an article remains stable over a long 
period of time, perhaps a few months, sometimes for a few years. Such 
periods of equilibrium are hard to find in the economic system as a 
whole, with its changes from periods of rising prices to periods of falling 
prices. In some industries there is a tendency toward equilibrium. 

The free market is regarded as one of the most important features of 
the capitalistic system. The free market means that buyers are free to 
offer whatever prices they wish, and to buy as much or as little as they 
wish; sellers are free to ask whatever prices they wish, and to offer 
goods for sale, or hold them off the market, according to their individual 
interests. We depend on this free market to keep our economic system 
in balance, through the automatic operation of the laws of supply and 
demand, without interference or aid from any outside source. 

During World War I, and again during World War II, the demand 
for tin rose much faster than the supply. The price became very high, 
and the sale of tin was unusually profitable. Businessmen therefore 
opened plants for the purpose of getting scrap tin out of used tin cans 
and other such waste materials. At the same time many plants which 
had used tin for industrial purposes learned to use substitute materials. 
Supply was increased, demand was limited, and a balance between 
supply and demand was established. After the war, the demand for tin 
shrank to a normal level, and there was a surplus of the metal. The price 
went down; it was harder to make a profit. The emergency detinning 
plants soon closed, and the supply was reduced. The lower price in¬ 
duced firms which were using substitutes to return to the use of tin. 
The reduction of supply and the increase in demand again brought 
about an equilibrium. 

About the end of every November, empty stores in the downtown 
sections of large cities are rented for the sale of Christmas cards. The 
demand for these cards is much greater than the supply available in 
the regular stationery stores, and the cards can be sold at profitable 
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prices. After the holiday season, when the value of the cards is prac¬ 
tically zero, the stores become empty again. 

The balance between supply and demand is achieved through the 
actions of marginal enterprises; that is, businesses which operate on a 
high-cost basis, or on the margin of profitableness. In almost every field, 
these marginal firms appear during periods of large demand, high 
prices, and abnormal profits; and they vanish when demand, prices, and 
profits drop to a normal or subnormal level. The detinning plants were 
built during a period of high cost of construction and machinery, and 
used an expensive method of producing tin; they could be run profit¬ 
ably only as long as the price of tin remained high. In the mining in¬ 
dustries costs of operation vary greatly from mine to mine; the high- 
cost mines operate when business is good and prices are high, but shut 
down when demand and niice drop. 

The additional, or marginal supply, which appears when demand 
and price are high, comes not only from new firms entering the field, 
but also from increfised production by firms already in the field. This 
increased production is likely to cost more per unit, because it comes 
at a time when materials, equipment, and labor cost more. 

The Flow of the Factors of Production 

The balancing effect of price also helps to distribute the factors of 
production wherever they can be used most profitably. When building 
materials were in short supply, after World War II, builders of business 
structures were able to get such materials more easily than builders of 
houses. There was more profit in building business structures, and the 
builders could therefore outbid housing contractors for whatever ma¬ 
terials were available. In the early 1940 s, shipyards, aviation plants, and 
other industries in the Pacific Coast region expanded tremendously but 
lacked workers. By offering very high wages, the Pacific Coast indus¬ 
tries persuaded hundreds of thousands of workers to migrate there from 
the East and South. Similarly, when business firms in those faraway 
countries want American investors to buy their securities, they have to 
offer higher rates of return than are offered by American firms. Busi¬ 
ness risks in Latin America and Asia are greater than in the United 
States. High rates of interest and opportunities for large profits have, 
however, caused a flow of capital to parts of the world which otherwise 
would be unable to get capital funds. 

As the supplies of each of the factors or production increase in areas 
of scarcity, a balance is established between supply and demand. The 
price or rate offered drops to a level nearer to that of other areas. A tend¬ 
ency toward equilibrium is thus brought about by the automatic fluctu¬ 
ations of prices in a free market, and the flow of factors of production. 
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The Limitations of Price as a Balancing Mechanism 
The fluctuations of price do not always bring supply and demand 
into balance. This balance is relatively easy to achieve in a period of 
expansion, when the tendency is toward a heavy demand for goods, 
labor, capital, space, and business management. The rise of prices, 
wages, interest rates, rents, and profits encourages the community to 
produce the desired goods and services. 



Standard Oil Co. (N.J.), photo by C. Brooks 


These cattle trucks, shown gathered in a rural market in New York State, 
move animals regularly to city markets and slaughter houses. Such markets 
and activities are the framework of the supply and demand which constantly 
affect the prices for farm staples. 

The failure of the price mechanism—the free market—to function 
effectively has been most conspicuous in times of large surpluses. When 
the wheat surplus forced prices down during the 1920's to a low point 
of forty cents a bushel in 1932, the solution appeared to be that farmers 
should produce less wheat. Yet the production of wheat increased from 
year to year. During the 1930’s, coal became a surplus commodity in 
the United States and Europe, because of the increasing use of fuel oil 
and natural gas and because of increased efficiency in the use of coal. 
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Coal miners’ earnings dropped to a low level, as few of them worked 
more than two or three days a week. The miners were urged to shift 
into other kinds of work, but few of them changed their occupation. 

In modern industry, a drop of price does not necessarily cause a con¬ 
traction of supply; on the contrary, it may bring an expansion. We have 
already seen, in studying overhead costs, that a drop of prices may force 
a businessman to seek greater volume in order to cover his overhead 
cost. The search for volume, in turn, increases the surplus of goods, and 
puts additional downward pressure on the price of the article. Eventu¬ 
ally this situation may develop into a downward spiral of prices and 
profits. This interference of overhead costs with the balancing of supply 
and demand has become characteristic of our economic system—in 
farming, mining, manufacturing, transportation, and selling. 

This situation is aggravated by the immobility of capital, that is, the 
difficult}^ of transferring funds from one enterprise or industry to an¬ 
other. When a business is losing money, it may still continue to operate 
—sometimes for many years. If it closes down temporarily in the hope 
of opening again when conditions improve, rent or taxes still have to 
be paid, also debts and maintenance costs. It would be diflScult to shift 
the plant into another line of business, because modern factories and 
machinery are often so highly specialized that they cannot easily be 
adapted for other uses. Moreover, a businessman who has spent many 
years in a particular kind of business finds it hard to go into another 
field. Shifting into a new business often involves investment of addi¬ 
tional capital and substantial risk. Even when the conditions in an 
industiy^ force some firms to sell out or to go into bankruptcy, the sur¬ 
plus does not disappear. The bankrupt establishments are sold at bar¬ 
gain prices to new owners who can operate the establishments with a 
lower overhead cost than the previous owners. The supply is therefore 
as great as before, and the competition is even worse. 

During the 1930’s the failure of the free market to establish equilib¬ 
rium caused the government to experiment with projects for limiting 
production and stimulation of demand. The coming of World War II 
changed surpluses into shortages, however, and enabled us to forget, 
for a decade, about the problem of surpluses. 

When a period of extreme shortages developed in the 1940’s, the free 
market system again proved inadequate. The free market made possible 
speculation and hoarding, so that shortages were aggravated, and equi¬ 
librium was blocked. In order to ensure a reasonably fair distribution 
of goods among the people of the community, the government adopted 
a system of price control and rationing. 

The happenings of the 1930’s and the 1940’s left undecided the ques- 
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tion whether price movements can maintain equilibrium in our eco¬ 
nomic system. The critics of the price-equilibrium theory claim that the 
price mechanism was able to function effectively only as long as the 
economic system was highly flexible—small business units with a low 
proportion of overhead costs. Now that overhead costs have become 
a major factor in the business world, and labor and capital have become 
increasingly immobile, the price mechanism works well only in ‘nor¬ 
mal” periods. Once large surpluses or shortages appear, price move¬ 
ments cannot of themseh^es restore equilibrium. 

The defenders of the free market deny that the difficulties of the 
1930’s and the 1940’s prove the ineflPectiveness of the price mechanism. 
They claim that the failure to restore balanced conditions was due to 
the unwillingness of people to wait for the natural developments of the 
free market. Instead, there came governmental interference with price 
movements, and this interference prevented the normal evolution to a 
state of equilibrium. 

Economic equilibrium is not necessarily a good thing. When a 
drought causes a shortage of meat, and the price of meat rises, demand 
drops enough to balance supply and demand. Equilibrium is estab¬ 
lished until a later season brings a larger supply of meat. Meanwhile 
many low-income families cannot afford to buy meat. If a surplus of 
radios exists, the prices of radios drop. The lower prices stimulate de¬ 
mand and perhaps at the same time force some radio producers out of 
business. A balance of supply and demand may be achieved. But the 
lower prices of radios may make it difficult for radio manufacturers to 
pay good wages to their workers. Economic equilibrium means a bal¬ 
ance of supply and demand, but not always at the level which is best 
for the community as a whole. 

In studying this problem, it is important to keep in mind that every 
price is one person’s income and another’s cost. The high prices of 
wheat, cattle, and milk in the 1940’s raised farmers’ standards of living, 
but deprived many city families of an adequate diet. The low prices of 
clothing in the early 1930’s were a boon to consumers, but these low 
prices meant sweatshops, bankruptcy, and growing unemployment. The 
development of such situations has raised the question as to how far 
the determination of the prices of goods and services should be left to 
the play of the free market. There has been discussion of a just price 
(as in the farm-price program) for every good and service, that is, a 
price for every good and service, to be set at a point which will give 
everyone in the community a “fair” real income. We do not know, how¬ 
ever, whether a just-price system would be more successful than the 
free-market system in maintaining equilibrium and promoting the gen¬ 
eral welfare. 
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Exercises and Activities 
I Dictionary of Economic Terms 

economic equilibrium immobility of capital marginal enterprise 
just price marginal supply 

II Questions and Problems 

1) (a) Explain how marginal production and marginal enterprises help 
to balance supply and demand, (b) Why is it easier to expand 
marginal production than to decrease it? 

2) The free market is described as a market in which prices are free 
to fluctuate without interference. What kinds of interference are re¬ 
ferred to? Give some examples of such types of interference. 

3) How do the stores in yom neighborhood shopping district illustrate 
the way in which the free market allocates the use of land? 

4) Show how the free market is really a system of automatic rationing. 
How does it differ from wartime rationing? (See page 651.) 

5) Discuss each of the following statements: (a) The price system is 
the regulator of economic activity, (b) The free market is the main 
reason for the high American standard of living, (c) Economic 
equilibrium is a theory, not a fact, (d) The free market served a 
useful purpose during the days when capitalism was young. What 
factors have made it increasingly difficult for the free market to pre¬ 
serve economic equilibrium? 

6) “In a dynamic economic world, the economic factors are constantly 
changing but me always tending toward a state of equilibrium.” 
(a) Explain, (b) List factors which tend to interfere with, or pre¬ 
vent, the reaching of equilibrium. 

Ill Things To Do 

1) Draw a cartoon or picture to represent the statement on page 266, 
“Economic equilibrium is like the sea level.” 

2) In any college textbook in economics, look up and report on such 
topics as “Supply and demand schedules” and “The theory of nor¬ 
mal price.” (Advanced students only.) 
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COMPETITION AND 
MONOPOLY 


The Difficulty of Defining Monopoly 

A major question today is whether there is more competition or more 
monopoly in the American economic system. One reason for the diflS- 
culty of answering this question is that there are many kinds and de¬ 
grees of competition and monopoly. 

Perfect competition and perfect monopoly are the two extremes. 
Perfect competition means that there are many sellers and buyers, 
none of them outstandingly large or influential.^ As a result, the decision 
of any one or a few sellers regarding supply or price does not make any 
real difference in the market. The individual seller or buyer has to 
accept the price which is determined by the bargaining and competition 
of the market. It has been pointed out that nearly perfect competition 
is found in the organized securities and commodity markets. Yet even 
in these organized markets competition is not perfect, because some 
traders are able, through superior knowledge and various types of 
manipulation, to exercise greater influence on the market than the 
other traders can exercise. 

Monopoly means that there is no competition. Perfect monopoly is 
probably impossible. Before World War II, one company produced all 
of this nation’s aluminum, and another company produced all of this 
country’s magnesium. Neither company had a perfect monopoly, how¬ 
ever, because aluminum and magnesium were possible substitutes for 
each other, so that there was competition between the aluminum mo¬ 
nopoly and the magnesium monopoly. There are other factors which 
also prevent the existence of perfect monopoly. 

The term monopoly is therefore used in a relative sense. It refers 
to a situation in which a seller (or combination of sellers) controls a 
sufficient portion of the supply to exercise influence over the price. 
Instead of accepting the price, the monopolist determines the price. 
Actual markets are mixtures, in varying degree and kind, of competition 
and monopoly, and may be described by the term monopolistic compe¬ 
tition. 

^The discussion of monopoly in this book deiils with the selling side of the 
market. In some advanced books the term monopsony has been used to indicate 
concentration of power on the buying side of the market. Monopsony is relatively 
rare and seems to ha\'e less consequence. See Corwin D. Edwards, Maintaining 
Competition, McGraw-Hill Book Company. New York, 1949, pp. 95-97. 
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Factors Influencing Degrees of Competition and Monopoly 
A group of economists studying the extent of comjietition and mo¬ 
nopoly in the American economy concluded with this statement:^ 

No sort of estimate concerning the comparative extent of competition and 
monopoly in American markets is justified by the available evidence .... 
Competitive industries have their monopolistic aspects; monopolistic indus¬ 
tries have their competitive aspects. The situation in both fields is constantly 
in a state of flux. The most that can be said today is that competition is far 
too common to justify the thesis that the competitive system is approaching 
extinction, and that monopoly is far too common to justify its treatment as an 
occasional exception to the rule. 

COMPETING AND MONOPOLISTIC MARKETS 


COPPER ... a monopoly 
over this section of the market 
for electroploting materials 

COPPER AND ALUMINUM . . . 

competing in the morket for 
electrical conductors 

COPPER. ALUMINUM, MAGNESIUM . . , 

triple competition in rhe morket 
for electricol equipment 

ALUMINUM AND MAGNESIUM . . . 

competing In the market 
for lightweight metols 

ALUMINUM . . . o monopoly 
in part of the market 

MAGNESIUM . . . also hos 
o monopolized portion of 
the market 

Each shaded circle represents a theoretically perfect monopoly. Yet the dif¬ 
ferent monopolistic products compete with each other in some uses. Only in 
the part of the market where the circles do not overlap could monopoly be 

said to be complete. 

Whether the monopolistic or the competitive element will be stronger 
in any given situation depends upon several factors. First is the extent 
to which adequate substitutes exist. There can be competition among 
entirely different products which can be substituted for one another, 
as in the case of aluminum and magnesium. Moreover, a firm may have 
practically perfect monopoly in selling its product for some uses and 
at the same time have keen competition in selling it for other uses. In 
the diagram on this page an attempt has been made to show the variety 
of market situations arising where aluminum, magnesium, and copper, 

^ Clair Wilcox, Competition and Monopoly in American Industry, TNEC 
Monograph No. 21, Government Printing Office, 1940, p. 308. 
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all assumed to be single-firm monopolies, compete with one another. 
It will be noted that each seller may have a monopoly in some uses, 
competition from one other product in other uses, and competition from 
both rival products in still other uses. Were the diagram to try to show 
the other metals, like steel alloys, nickel, and silver, the complexity of 
the competitive situation would be even greater. 

Competition may be keen even when all the sellers have been granted 
legal monopolies under patent laws. A patent grants exclusive rights to 
sell or use a process for a period of seventeen years. If no other process 
is known which can serve the same purpose, the patent holder may have 
practically a perfect monopoly. Such would be the case, for example, if 
the process for atomic fission were a private monopoly instead of a 
government monopoly. Most patented articles, however, face competi¬ 
tion from substitutes. 

The businessman seeks to limit competition by giving his product a 
brand name and advertising it in an eflFort to build the impression that 
there is no substitute To the extent that he succeeds in differentiating 
his product from the others and establishes a strong preference for his 
brand, he creates, in a sense, a single-firm monopoly. The less stand¬ 
ardized the article, the greater the degree of differentiation; and the less 
obvious the possibility of substitution, the greater is the amount of 
monopoly power. Yet competition cannot be ignored. Excessively high 
prices or inferior quality will encourage customers to search for sub¬ 
stitutes. 

A second factor is the number of sellers and their relative size and 
strength. The greater the number of sellers and the smaller their size, 
the greater is the degree of competition. The smaller the number of 
sellers and the larger their size, the greater is the possibility for mo¬ 
nopoly power. The fewness of producers makes consultation and co¬ 
operation easier.^ In fact, where there are only a few large producers 
in the market and they consult and cooperate completely, the result 
may be just as if there were only a single producer. 

Often there will be one or two very large concerns which may be in a 
position to dominate the market. Thus, in the steel industry it is com¬ 
mon to speak of “Big Steel,” meaning the United States Steel Corpora¬ 
tion, and “Little Steel,” including the Bethlehem Steel Corporation and 
a few other large companies which do not measure up to U.S. Steel. 
The claim has been made that for many vears the steel industry fol¬ 
lowed the lead of U.S. Steel in price and production policy. Such a 

^ A term which is used to refer to a market situation in which a few producers 
control production is oligopoly. The prefix “oligo,” meaning “few,” emphasizes the 
fact that there may be market control even though there may be more than just a 
single (“mono”) producer (or “monopoly”). 
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situation of “following the leader” is often referred to as price leader¬ 
ship or market leadership. It is likely to be most effective where there 
are relatively few firms. Leadership by a large firm is an element 
making for the strengthening of monopoly. The diagram below shows 
two forms of monopolistic competition, and the contrast with perfect 
competition and perfect monopoly. 


TYPES OF MARKET SITUATIONS 



PERFECT COMPETITION 


Many buyers and sellers, with an undiffer¬ 
entiated product or with substitutable ones. 
No individual's supply or demand, if re¬ 
moved from the market, is sufficient, by 
itself, to affect price. 



MONOPOLISTIC COMPETITION 


A few sellers, who may actively compete 
for sales, yet may cooperate more easily 
than a larger number of sellers, to influ¬ 
ence price and control supply. 



PERFECT MONOPOLY 


Many buyers and one seller, with no com¬ 
peting substitutes, creates perfect selling 
monopoly. Obviously such a seller can fix 
the price which suits him best and vary 
supply accordingly. 



Another example of monopolistic compe¬ 
tition. Here again there are few sellers, 
but one seller is large enough so that the 
others follow his leadership. 


Chart by GRAPHICS INSTITUTE, N. Y. 


Price and Production in Monopolistic Competition 

When the number of competitors is small, there is little to be gained 
from cutting prices. “Each large seller is likely to believe that aggressive 
competition will evoke aggressive retaliation by the other large con¬ 
cerns and that to live and let live is more profitable.”^ The small number 

^Corwin D. Edwards, Maintaining Competition, McGraw-Hill Book Company, 
New York, 1949, page 94. 
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of firms can watch one another and quickly match any price-cutting 
maneuver; and the competitors of any one firm are too big to be easily 
driven out of business by price cutting by that firm. Realizing that price 
wars might finally ruin them all, they feel that, in the long run, all will 
be better off if each is satisfied with a certain share of the total business 
available. Whatever attempts are made to take business from one an¬ 
other are usually based on ‘‘quality appeal” rather than on ‘ price ap¬ 
peal.” Their advertising is centered in slogans aiming at building recog¬ 
nition of, and preference for, the brand, rather than stressing bargain 
prices. Special services, appeals to fashion, and elegance of packaging 
are used, instead of price cuts, as the means of winning customers. Such 
competition may be vigorous, but it is largely non-price competition. 

The businessmen in these industries iiidignantly deny that competi¬ 
tion is lacking. They point to the continuous struggle to maintain mar¬ 
ket position and to the large sums of money spent for advertising and 
for research to improve the product. They point to the burden of rising 
costs and to the fact that bankruptcy still occurs. 

Yet it is evident that, however much these businessmen compete, 
they do not indulge in price competition like that of many other in¬ 
dustries. Such a situation cannot be called monopoly, because there is 
enough competition to provide some check on prices and to stimulate 
improvements in quality and service. Yet it cannot be considered fully 
or freely competitive. In industries having monopolistic competition, 
the prices have remained stable for long periods of time, responding 
slowly to changes in demand. Price wars, occurring occasionally, have 
lasted only for short periods. The prices of competing brands have often 
risen and fallen together, at about the same time and by about the same 
amount. 

Some evidence of the effect of monopolistic competition on prices 
and production is given in the chart on page 280. 

During the 1930 s, a period of depression, severe price competition 
was chronic in some industries, such as farming, coal mining, oil drill¬ 
ing, and textile and clothing manufacturing. In some other industries, 
such as the automobile, farm-machinery, steel, and cement industries, 
cutthroat competition did not appear. The reaction in these indus¬ 
tries to the drop in demand was not to slash prices, but rather to reduce 
production. In competitive industries, prices were flexible, while pro¬ 
duction remained fairly stable. In monopolistic industries, prices were 
more inflexible, while production dropped considerably. 

There has been much difference of opinion about the effect of price 
inflexibility in key industries upon the economic system. The restriction 
of output, by means of which prices have been kept stable, has been 
described as an important reason for the unemployment and reduction 
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in purchasing power which stalled the whole economy during the de¬ 
pression of the 1930’s. Had prices been cut, it is argued, the demand 
for goods would have been stimulated, and production and employ¬ 
ment would have gone up. On the other hand, the sharp price cuts in 
the competitive industries have also been considered a factor which 
created depression conditions. Cutthroat competition, it is claimed, 
caused business failures, unemployment, and substandard wages, and 
kept demand from rising. Whatever the eflFect of flexible and inflexible 
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In each of the industries at the left of the graph the percentage drop in price 
(shown by the black bar) was less than the percentage drop in production 
(shown by the shaded bar). In each of the industries at the right the reverse 
was true. In the second group, prices were more flexible than production; in 
the first group, production was more flexible than prices. (Data from Senate 
Document No. 13, 74th Congress) 

prices upon business conditions, one thing is clear: prices have been 
more stable in industries in which there have been fewer competitors, 
highly differentiated products, and a greater degree of monopoly 
power. 

Limitations on Monopoly Power 

Monopoly power is neither unlimited nor permanent. The monop¬ 
olistic firm must keep in mind certain factors which limit its freedom in 
fixing selling prices and which tend to bring new competition. 

First, the monopolist must consider the effect of price changes on 
the demand for his product. If the demand is elastic, he may make more 
profit by lowering the price and getting a larger volume of sales. This 
has been true, for example, in the selling of aluminum and of telephone 
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service. If the demand is inelastic, it may be more profitable to keep 
the price high, since a lower price would not increase demand signifi¬ 
cantly. 

Even in such cases, however, the monopolist must watch a second 
factor, the possibility of substitute products. A high price for the mo¬ 
nopolized product stimulates industrial research for new products and 
new processes which may reduce the need for the monopolized product. 
The development of lightweight metals, for example, has helped to 
offset tendencies toward monopolistic control of the supply of steel. 

Another factor which has been used to check monopoly power is legal 
restriction. The mere threat of government interference acts to some 
extent as a restraining influence on the policies of monopolistic indus¬ 
tries. For the past half-century the federal and state governments have 
used various types of legislation in an effort to control monopoly. 


Exercises and Activities 
I Dictionary of Economic Terms 

monopolistic competition patent 

monopoly perfect competition 

price or market leadership 

II Questions and Problems 

1) Explain how monopoly may be imperfect even when there is only 
a single seller. 

2) Explain how each of the following may encourage the development 
of monopoly: (a) a scarce supply of a raw material in nature, (b) a 
patent or a copyright, (c) the need for huge capital to start an 
enterprise. 

3) It has been said that control by a single buyer (monopsony) is less 
dangerous to the community as a whole than control by a single 
seller (monopoly). Do you agree? Explain your reasons. 

4) Show how both competition and monopoly may enter into each of 
the following market situations: (a) a single firm produces all of a 
staple, unbranded product, a metal for example; (b) three firms 
share equally in the total output of a staple, unbranded product; 
(c) sixty firms produce the output, but one firm produc'es 40% of 
the total; (d) 120 firms sell identical products but under different 
brand names. 

5) Explain what is meant by "non-price competition.” 

6) Prove from the graph on p. 280 that in some industries prices are 
more flexible than production while in others the reverse is true. 

7) The Supreme Court has said that "mere size does not necessarily 
mean monopoly.” (a) List arguments that might have been given in 
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favor of this opinion, (b) List arguments that might have been used 
in criticizing the statement. 

Ill TfflNGs To Do 

1) Visit your local food, drug, or hardware stores. List the products that 
are sold without brand names. Ask the dealer whether he prefers to 
handle branded or unbranded merchandise, and why. Report to the 
class. 

2) Those who have an interest in science may want to report on how 
each of the processes listed below works, and whether it had any ef¬ 
fect in creating or discouraging monopoly in the industry, (a) The 
Frasch process for mining sulphur, (b) the Hall process of aluminum 
production, (c) the process (Owens) for making glass containers, 
(d) the process of drilling for petroleum. 

3) Read (a) Business in a Democracy, and Patents and Inventions, 
pamphlets prepared by the National Association of Manufacturers. 
These give an account of the advantages of big business and express 
the point of view that big business is competitive business, (b) 
Cartels or Free Enterprise by Thurman W. Arnold (Public Affairs 
Pamphlet No. 103). This pamphlet discusses the dangers arising 
from big business, (c) The Modern Economy in Action by Ware 
and Means (Harcourt, Brace). This is a short book but is difficult 
reading. This book presents the point of view that our “competitive 
system” has completely altered in character. Able students should 
fmd the Rist thirty pages, setting forth the distinctions between the 
old and new economies, readable. 


LES sox 3 ^ BIG AND SMALL BUSINESS 

Concentration in Business 

The names of American big businesses are as familiar to us today as 
the names of our neighbors. General Motors, Standard Oil, R. H. Macy, 
Proctor and Gamble, A & P, American Telephone and Telegraph, and 
many others—we read these names in the news and advertisements. 
These firms sign our pay checks, sponsor our radio programs, and 
provide many of the goods and services which we use from day to day. 

Large corporations own, or control the use of, the bulk of our produc¬ 
tive facilities. Just before World War II, it was estimated that the 200 
largest nonfinancial corporations (that is, in manufacturing, mining, 
and trade rather than in banking and finance), owned about 45 percent 
of the assets of all corporations in those industries. In manufacturing, 
the 250 largest corporations, about 5* of 1 percent of the total number, 
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owned about two-thirds of the nation s productive facilities/ In a later 
investigation an official of the Federal Trade Commission testified that 
there were 113 corporations in this country with assets of over 100 mil¬ 
lion dollars each. The 113 companies, he said, owned 43 percent of the 
assets of all the 90,000 manufacturing corporations in the country.^ 
This disproportionate ownership of capital and assets is called concert^ 
tration of ownership. 





Many of our manufacturing concerns are giant in size and require tremen¬ 
dous amounts of capital. This photograph of a steel mill shows only a partial 
view, yet the space and equipment shown is probably greater than that 
taken by the many small enterprises in the photograph of Main Street in this 
lesson. (From Stee/ Town) 

Big business employs a large proportion of those who work for wages 
or salaries; that is, there is also concentration in employment. In 1944 
it was estimated that slightly over 2 percent of all manufacturing busi¬ 
nesses were large enough to employ 5(K) employees or more. This small 

^ Raymond W. Goldsmith and Rexford C. Parmelee, The Distribution of Owner¬ 
ship in the 200 Largest Non-Financial Corporations, TNEC Monograph No. 29, 
Government Printing Office, 1940. 

^ Monopolistic and Unfair Practices, Hearings before Subcommittee No. 1 of the 
Select Committee on Small Business, House of Representatives, 80th Congress, sec¬ 
ond session, 1948, pp. 1261-1263. 
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percentage of employers accounted for 62 percent of all employment 
in manufactures. 

The growth in the size of business units is reflected in the changes in 
the extent of independent enterprises. According to a study by the 
Brookings Institution, in 1880 a little over 35 percent of the working 
population was self-employed in farming, business, or the professions. 
By 1939 the percentage of self-employed had fallen to under 20 per¬ 
cent.® An increasing percentage of the American people are working 
for large business enterprises, rather than in their own oflBces, stores, 
and shops. 

The most important measure of the importance of big business lies 
in the proportion of the nation’s goods and services it produces; that is, 
in the degree of concentration in production. 

In many manufacturing industries, one concern or a very few con¬ 
cerns produce the bulk of the nation’s output. When experts for a com¬ 
mittee of Congress analyzed the production of 1,807 products, they 
discovered the following facts 


In the case of 
^ of the products 


The four leading producers manufactured 
50 percent of the total output 


75 “ 

85 “ 


ti << {( 

(< (< (( 


The table on page 285 summarizes some of the evidence with respect to 
concentration in production in specific industries as reported in a later 
congressional investigation.® 


War Production and Size of Business 

The significance of big business was brought sharply home during 
World War II, when there was an immediate need for the expansion 
of production. From June, 1940, to September, 1944, over two-thirds 
of prime war-supply contracts went to 100 large corporations; one cor¬ 
poration, General Motors, received almost 8 percent of them. Most of 
the plant facilities erected with federal funds were operated by big 
business, largely because big firms had the experience and “know how” 
needed to expand output immediately and efiiciently. 

The effect of limitless demand for particular products, and of finan- 


* “Economic Concentration and World War II,” Report of the Smaller War Plants 
Corporation, Government Printing OflRce, 1946, pp. 15, 24. 

^Willard Thorp and Walter F. Crowder, The Structure of Industry, TNEC 
Monograph No. 27, Government Printing Office, 1940. 

® Monopolistic and Unfair Practices, Hearings before Subcommittee No. 1 of the 
Select Committee on Small Business, House of Representatives, 80th Congress, sec¬ 
ond session, 1948. 
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Concentration of Production 

IN Selected Industries 


Year of 

Number of 

Percentage of 

Product 

Data 

Leading Producers 

Total Output 

Magnesium 

1948 

1 

100 

Sewing machines 

1940 

4 

100 

Sheet aluminum 

1948 

3 

97 

Diesel locomotives 

1947 

3 

90 

Linoleum 

1947 

3 

90 

Rubber tires 

1945 

4 

90 

Copper refining 

1947 

3 

88 

Tin cans 

1939 


84 

Cigarettes 

1947 

3 

83 

Soap 

1939 

3 

80 

Automobiles 

1948 

3 

79 

Tinplate 

1945 

5 

79 

Agricultural machinery 

1940 

3 

67 

Electric refrigerators 

1941 

4 

66 

Steel ingots 

1945 

3 

59 

Wool carpets and rug i 

!947 

4 

59 

Petroleum 

1947 

4 

49 


dal assistance by a government desperate for war goods, enabled some 
small businesses to grow quickly to big-business scale. This was nota¬ 
bly true in the aircraft industry. In the production of aluminum, which 
prior to the war had been entirely in the hands of the Aluminum Cor¬ 
poration of America, the government financed the entry of a new 
concern into the field, thus lessening the monopolistic situation. But, 
although the war hastened the growth in size of smaller business units, 
it temporarily decreased the number of business establishments in ex¬ 
istence. This was mainly the result of the shortage of materials and of 
manpower. This decline was reversed immediately after the war, as a 
result of the large supplies of materials and manpower, and also be¬ 
cause of the financial help given to veterans under the business loan 
provisions of the “GI Bill of Rights,"’ To assist veterans to establish 
themselves, the government undertook the publication of numerous 
pamphlets on the problems of small business in various fields in which 
there was a possibility of a small beginning. The failure rate among 
small businesses, however, has always been considerable, and it is 
uncertain whether the increase in the number of business enterprises 
will be permanent. 

Causes of Concentration 

A fundamental reason for the domination of industry by big business 
has been the efficiency of large-scale production. As explained in Lesson 
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30, a large enterprise can use technological improvements, such as 
specialization, mechanization, standardization, and precision methods. 
These methods reduce cost per unit and bring greater sales and profits. 

Another important reason for the spread of big business comes from 
the bargaining advantages derived from large-scale operations. A multi- 
million-dollar business, with its huge demand for materials and equip¬ 
ment, is in a better position to get low prices when buying. It is in a 
position to exercise strong influence over customers who need its prod¬ 
ucts. Its connections with large financial institutions make it easy to 
raise large amounts of capital through loans and sales of securities. 
These advantages make it increasingly difficult for small businessmen to 
compete successfully with the large firms. Moreover, in many fields 
new competitors have been few because of the large amount of capital 
needed to enter into large-scale operations. 

Another reason is the geographic factor. Whenever a raw material or 
a location of particular merit is scarce in nature, it becomes easier for 
one or a few firms to gain complete control of it. This helps to account 
for the control of sulphur production by two companies, and of alumi¬ 
num production by one major company (until recently); and for the 
monopoly in magnesium, iron ore, and other minerals. The fact that 
anthracite coal is found principally in one area, about 20 miles by 20 
miles in Pennsylvania, while bituminous coal is found in many states, 
helps to account for the greater degree of monopolistic control in an¬ 
thracite production. 

Another factor in the growth of big business is the legal factor. 
Examples of legal monopoly, or a grant of monopoly by law, are the 
patent and the copyright. A patent grants a monopoly on the manu¬ 
facture, sale, and proceeds of an invention for a term not exceeding 17 
years. A copyright is a monopoly granted to writers preventing the 
reproduction of their works without consent, for a period of 28 years, 
with the right to renew it for an additional 28 years. Trademarks, such 
as a brand name, slogan, or symbol, may be registered under the patent 
laws for a period of 20 years, after which they may be again registered. 
The Hall process for producing aluminum electrolytically from bauxite 
is an example of a patented process which has contributed to the de¬ 
velopment of monopolistic control in this industry. Another example of 
legal monopoly is the franchise, which is granted to gas, electric, tele¬ 
phone and other public-utility companies; this generally gives one 
company exclusive right to lay wires, pipe, or rails or to operate in a 
given area. 

A fourth factor may be termed the advantage of an early start. Most 
of the existing large corporations have a long history of growth. The 
names of the companies and their products have the prestige which 
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results from age and advertising. Their sources of supply and business 
connections are well established. It is difficult for a newcomer to break 
in. Bankers and suppliers of materials and funds may hesitate to assist 
the newcomer lest they lose the friendship and business of the estab¬ 
lished leaders in the field. 

The Survival of Small Business 

In every industry, and for every product, there is some concentration, 
but in some cases this concentration is relatively insignificant. There 



Standard Oil Co. (N.J.), photo hij Webb 


Main Street has been called “the axis of small business.” Note the variety 
of retail establishments shown in this section of the Main Street of this New 

England town. 

are from five to six million farms in the United States, and even the 
largest among them produce only a small proportion of the total output. 
There are thousands of small retail, wholesale, and service establish¬ 
ments. Despite the growth of chain and department stores, retailing 
has remained a stronghold of small business. There are a great many 
small firms in various lines of clothing, printing and publishing, truck¬ 
ing, bituminous coal mining, oil drilling, fishing, construction, and 
other fields. 

There are several reasons which explain the survival of small business 
in so many fields. In some industries, as in agriculture and fishing, 
natural factors place a limit upon the technical benefits of large-scale 
operations. Some types of business are by their very nature small busi- 
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nesses, for example, the custom tailor, locksmith, or florist. In some 
fields, such as trucking, it is possible for small firms to operate profitably 
on a low-cost, cut-price basis, and thus compete successfully with the 
large firms in that field. Even in the industries controlled by big busi¬ 
ness, such as steel and automobiles, there are specialties which are 
produced on a small scale and which provide opportunities for rela¬ 
tively small firms. Finally, in a free-enterprise community it is inevitable 
that resourceful and daring individuals will discover new ways of mak¬ 
ing money. While small firms fall by the wayside each year, others take 
their places. 

In terms of numbers, small business may be considered typical of the 
American economy. From the viewpoint of volume of business and 
extent of economic power, big business becomes increasingly signifi¬ 
cant. 


Exercises and Activities 


I Dictionary of Economic Terms 


concentration of production 
concentration of employment 
concentration of ownership 
patent 


copyright 
franchise 
legal monopoly 
trade mark 


II Questions and Problems 

]) Give at least one reference to this textbook to support each of the 
following statements: (a) There is concentration of ownership in 
American industry, (b) There is concentration of employment in 
American industry, (c) There is concentration of production in Amer¬ 
ican industry, (d) Despite industrial concentration there is still a 
considerable amount of small business. 

2) List and explain four factors encouraging concentration, (b) State 
and explain two reasons for the survival of small business in some 
industries. 

3) (a) Why did large firms get a larger proportion of war contracts than 
did small firms? (b) How did war create possibilities for small 
manufacturing businesses? (c) How did war create difficulties for 
some types of small businesses? 

4) What factors may help to explain the persistence of small business 
in farming and retailing? 

5) How is the supply of housing affected by the fact that the contract- 
construction business is small business? (Consult Lesson 12.) 


Ill Things To Do 

Read (a) Novels, biographies of industrial leaders, and histories of 
our giant firms, which are available in great numbers. Upton Sin- 
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clair is famous for The Jungle, a book dealing with conditions in 
the meat-packing industry before World War I, and has written 
many others. Lincoln Steffens, another of the muckraking writers of 
the early part of the century, deals with the influence of business in 
politics in his Autobiography. The Robber Barons by Matthew 
Josephson, and The Lords of Creation by F. L. Allen are well-known 
critical treatments of business. The House of Morgan by Lewis 
Corey; Andrew Mellon and The Guggenheims, both by Harvey 
O’Connor; Imperial Hearst and Americans Sixty Families by Ferdi¬ 
nand Lundberg, J. P. Morgan by Winkler; and Gods Gold (Rocke¬ 
feller) by John T. Flynn are examples of biographies and histories 
of industrial leaders and firms. The Valley of Decision, a novel by 
Marcia Davenport, is a story about the growth of the steel industry. 
Carey McWilliams, in Factories in ihe Field, discusses the effects of 
growing concentration in farming, vlany issues of Fortune magazine, 
which may be on rile in your library, have richly illustrated articles 
dealing with the histories and problems of prominent American firms, 
(b) Industry in America by Charles H. Seaver (Harper, 1946). A 
simply written high sch<:;ol textbook on the growth of American 
industry. 


LESSON 38 BUSINESS COMBINATIONS 

The Aims of Combination 

Business firms have grown to giant size in two ways: (1) by inner 
expansion, and (2) by the combination of two or more firms into one. 
Combination is the means by which diflFerent firms are joined together 
under one control, or by which they are made to operate with a single 
policy. It may result from the formation of one firm where several 
existed before; or it may result from cooperation among a number of 
independently owned firms. There are three major types of combina¬ 
tions: horizontal, vertical, and circular; these differ from each other in 
major aims. 

When firms selling competing products are combined, there is said 
to be a horizontal combination. Many industrial giants like United 
States Steel, International Harvester, and Anaconda Copper were de¬ 
veloped partly through horizontal combinations. 

Horizontal combinations are usually justified on the ground that they 
bring the benefits of large-scale operations. More specialization, greater 
eflficiency in the use of plant and equipment, quantity buying of ma¬ 
terials, savings in shipping costs, reduced advertising and selling costs 
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per unit—these are some of the possible results of horizontal combina¬ 
tion. If such results are realized, the combination may represent eco¬ 
nomic progress. 

In some cases, however, the chief aim of the horizontal combination 
is to reduce the number of competitors, so that it will be easier to con¬ 
trol production and price policies. Some combinations have been ar¬ 
ranged to make possible profitable transactions in securities. In the 
cement combination described in the diagram on page 296, the idea 
originated with a group of investment bankers, who made a profit of 
five million dollars from the sale of the securities of the new corpora¬ 
tion. In the many combinations which have taken place during the past 
century, the three aims—greater efficiency, lessening of competition, 
and financial profits—have often been intertwined. 

Vertical combination, or integration, is the combining of steps in the 
production and distribution of a product. The Standard Oil Company 
controls oil wells, pipe lines, refineries, and service stations. The Ford 
Motor Company not only manufactures automobiles, but also owns 
coal and iron mines, a railroad connecting the mines, steel mills, sales 
agencies, and a credit corporation to finance installment sales. The 
Great Atlantic and Pacific Tea Company (A & P) has bakeries, cheese¬ 
processing plants, creameries, canneries, coffee-roasting plants, laun¬ 
dries, and a printing plant. 

Vertical combinations may have several purposes. The copper-mining 
company which also operates copper refineries has an assured outlet for 
the raw copper; it may also find it more profitable to sell the refined 
copper than the raw copper. The large steel producers and railroads 
own coal mines (often referred to as “captive mines”), in order to 
control the supply of a raw material of great importance to them. The 
clothing manufacturer who has his own chain of retail stores may be 
able to undersell most of the independent clothing stores and thereby 
get a volume of business which he could not achieve if he operated 
merely as a manufacturer. It must be remembered, however, that 
vertical combination increases the amount of capital involved and the 
risks from a decline in the volume of business. 

The circular combination combines firms selling products which, 
though different and not directly competing with each other, are sold 
through the same marketing channels. It is common in the food and 
drug industries. General Foods Corporation is a combination of com¬ 
panies selling breakfast cereals, coffee, gelatine desserts, tapioca, syr¬ 
ups, cocoa, chocolate, salt, baking powder, cake flour, fruit juices, 
frozen foods, tea, starch, canned vegetables and fruits, bluing, dog 
food, and cat food. The major aim of such a circular combination is to 
avoid duplication of selling expenses. The entire line of goods can be 
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sold by one salesman, delivered by the same trucks, and advertised on 
the same radio program; and the brand prestige of one item may be 
used to push others in the line. 

Cooperation and Combination 

Any arrangement by which a group of firms follows a single market 
policy accomplishes the eflFect of combination. It may be done by co¬ 
operation or agreement among several firms, by devices for giving sev¬ 
eral firms common direction or management, or by replacing several 
firms with a single firm. 

Businessmen have found consultation and cooperation useful. The 
most frequent means used by businessmen to handle common problems 
collectively is the trade association. 

A trade association is a voluntary association of independent business 
firms in a given trade, industry, or area, organized for the purpose of 
representing the industry or area and serving the interests of the mem¬ 
bers. The trade association is not itself a business firm. It may go by a 
variety of names, such as the Maple Flooring Manufacturers Associa¬ 
tion, the American Iron and Steel Institute, the Millinery Quality Guild, 
or the New York Board of Trade. It may undertake market surveys, do 
cooperative research to develop new uses for products, advertise the 
values and services of the product and the industry to the public, pro¬ 
vide traflBc or transportation information, maintain employment agen¬ 
cies, deal with trade unions, publish trade journals, represent the indus¬ 
try before agencies of the government, engage in publicity and legal 
work, and carry on lobbying (the influencing of legislators) in Wash¬ 
ington and in state capitals. 

Trade associations sometimes undertake activities which may have 
the effect of lessening competition. For example, they may standardize 
products, methods of accounting, terms of credit, discounts, and other 
practices. Standardization helps to stabilize competition in the indus¬ 
try, but to the public it may appear as an effort to create a monopolis¬ 
tic situation. The trade association may go so far as to collect statistics 
of prices, costs, and sales, which are then tabulated and summarized for 
distribution to members. This is often referred to as a “price-reporting 
plan” or an “open-price association.” Trade associations claim that by 
giving such information, they encourage competition among the mem¬ 
bers; but critics claim that this practice serves as a device for achieving 
understanding among members as to what the uniform price should be. 

When cooperation is carried to the point where there is uniformity in 
price policy, it may be regarded as monopolistic activity. An extreme 
example of such activity is the practice of submitting identical bids. 
Thus, in 1934, bids were received by the government from nine lead- 
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ing steel companies for steel plates to be delivered to the Boston and 
the Norfolk Navy Yards. The bids of the nine competitors were identi¬ 
cal to four decimal places ($.0228 per pound). The Federal Trade 
Commission, after investigating, claimed that the identical bids were 
the result of the activities of the trade associations in the steel in¬ 
dustry.^ 

Combination by Agreement 

It is not necessary for business firms to have formal organization in 
order to fix prices, control output, or divide up the market. An informal 
understanding is enough, provided the parties live up to it. From 1907 
to 1911, for example, the annual dinner meetings of the heads of steel 
companies (known as the “Gary Dinners” because they were presided 
over by Judge Gary of United States Steel), apparently served as a 
means of arranging agreements on output and prices. There were no 
formal agreements, and each company was free to do as it pleased. But, 
if each “followed the leader,” the effect could be the same as a formal 
agreement. Because these agreements could not be legally enforced, and 
relied for their success upon the willingness of each producer to “play 
ball,” they came to be known as gentlemens agreements, informal 
agreements among businessmen to limit competition. 

A pool, or cartel, is a more formal agreement among businessmen 
aiming at control over market conditions. In this country, we have used 
the term “pool” for such arrangements in domestic trade, and the term 
“cartel” for such arrangements in international trade. Generally a pool 
is operated through a special agency set up for the purpose. There are 
several kinds of pools. An output pool fixes the desired total output for 
the industry, and then assigns a specified share of the total to each 
member. A market, or territorial, pool divides the market among its 
members. In 1902, the Imperial Tobacco Gompany (British) and the 
American Tobacco Gompany (U.S.) agreed to divide the world into 
three parts; the British company was to have exclusive rights in the 
British Isles; the American Gompany was to serve the United States, its 
possessions, and Guba; and the business in the rest of the world was to 
be handled by a new company formed for the purpose. In the income, 
or profits, pool the members agree to make a common fund of profits, 
and to share them on the basis of an agreed quota system. Whatever 
form of pool is used, the purpose is to eliminate competition. Since 
each member is assured of its share of the sales or profits, there is no 
incentive to expand output or to cut prices. 

^ Report of the Federal Trade Commission to the President With Respect to the 
Basing Point System in the Iron and Steel Jndustry, November, 1934, Government 
Printing Office, 1935, p. 5. 
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A special kind of pooling arrangement is the patent pool, in which 
the members agree to turn over their patents to a central agency. This 
agency then has the job of granting licenses to businessmen to produce 
under the patents. The members may be granted free use of each oth¬ 
er s patents, or they may be required to pay a uniform fee or royalty for 
the use of the patents. A patent pool, by making patents available to all 
under uniform conditions, may serve to prevent monopoly. On the 
other hand, if those who are granted licenses to use the patent are re¬ 
quired to restrict production or fix prices, the patent pool becomes a 
device for curbing competition. In the 1920's, General Electric, West- 
inghouse Electric, the American Telephone and Telegraph Company, 
and the United Fruit Company pooled their patents with the Radio 
Corporation of America. The Department of Justice, in bringing suit, 
charged that it was a means of dictating prices on 95 percent of the 
radio sets sold. The companies agreed to dissolve the patent pool in 
1932. 

Combination by Common Management 

The major policies in a corporation are made by the board of direc¬ 
tors. Therefore, one method of getting several corporations to follow a 
common policy is to have the same individual, or group of individuals, 
control the policies of the several boards of directors. Although the cor¬ 
porations continue to function as separate businesses, they may act with 
respect to price and production virtually as if they were one firm. This 
is combination by common management; that is, combination through 
providing single or coordinated management and direction of several 
firms.“ 

A widely used method of attaining this coordination of management 
policies has been the interlocking directorate. This means that the same 
individual, or group of individuals, serves on the boards of directors of 
different corporations. A director has access to the records and plans of 
the corporation he is helping to direct. As an “insider” in several corpo¬ 
rations, the interlocking director can be a force for unifying their pol¬ 
icies. This power may not be used for selfish gain or foi monopolistic 
purposes. But when there are interlocking directorates among compet¬ 
ing companies, the result may easily be a lessening of competition. 

The diagram below shows the interlocking of directorships in tliree 


^ An early device for achieving combinatioi. by common management was the 
trust. It was used mainly in the period of the 1880*s and is described in many text¬ 
books in American history. Although used for certain legal purposes, today it is 
not an important device for effecting combination. However, it contributed to 
our language its name, which refers popularly to any monopolistic business 
organization. 
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large corporations in September, 1939.^ In the 200 largest nonfinancial, 
and the 50 largest financial, cori^orations in 1935, 488 persons were 
directors in more than one corporation; and one was director in nine.^ 
An interlocking directorate will frequently result from common own¬ 
ership or “community of interest” in different corporations. The Rocke¬ 
feller family owned the largest amount of voting stock in several Stand¬ 
ard Oil companies. The Mellon family owned controlling interests in 
the Aluminum Corporation of America, the Pittsburgh Coal Company, 
the Gulf Oil Corporation, the Pittsburgh Plate Glass Company, the 
Kopper Company (coke), and other corj^orations. Many interlocking 

INTERLOCKING DIRECTORSHIPS IN THREE COMPANIES 



This chart shows the interlocking of directorships in three corporations in 
1938. Each corporation had 12 directors, a total of 36; however, only 24 
different individuals were involved. Two (Mr. M and Mr. N), were directors in 
all 3 corporations; 8 individuals were directors in 2 of the corporations; 14 
were directors in a single corporation only. (Data from TNEC Monograph 

No. 29) 

directorates, however, reflect the mutual interests of large industrial 
corporations and banking and financial institutions. In 1935, out of the 
14 directors of Pullman, Inc., 2 were partners in J. P. Morgan and Com¬ 
pany, and 4 were affiliated with the First National Bank, which in turn 

Raymond W. Goldsmith and Rexford C. Parmelee, The Distribution of Owner- 
ship in the 200 Largest Non-Financial Corporations, TNEC Monograph No. 29, 
Government Printing Office, 1940. 

^ Structure of the American Economy: Basic Characteristics, Part I; National Re¬ 
sources Committee, 1939, Table 3, p. 158. 
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was related to Morgan interests. A government study estimated that, in 
1935, 106 of the 250 largest financial and nonfinancial corporations were 
included as part of the “interests” of 8 major banking groups. The larg¬ 
est of these groups, the Morgan-First National group, controlled almost 
50 percent of the assets of the 106 corporations; included were some of 
the major corporations controlling the bulk of the business in their re¬ 
spective fields. The study said: “While it is certain that the extensive 


A HOLDING COMPANY ORGANIZATION IN 1937 


THE A FAMILY 


52% common 
82% preferred 

_i_ 


j THE B CORPORATION 

I-1-1 

1U0% common 





28.4% common 


75.5% common 


23.9% common 


THE G GAS CO. 



This chart pictures the intercorporate relationships in an actual holding- 
company organization. Under each company is the percentage of the voting 
stock it owns in the subsidiary below, the dotted lines show holding com¬ 
panies; the solid lines show operating companies; dotted and solid lines show 
a holding and operating company. Thus the C Coke Company is an operat¬ 
ing company (in the coke business), and also a holding company owning 
679f of the stock of the D Corporation, which, in turn, is a holding company 
controlling three operating companies. (Data in TNEC Monograph No. 29) 


economic activity represented by those corporations is in no sense sub¬ 
ject to a single, centralized control; it is equally certain that the sepa¬ 
rate corporations are not completely independent of each other.”"" 

Another method of unifying the managements of different corpora¬ 
tions is through a holding company. A holding company is a corpora¬ 
tion which owns all or a controlling part of the shares of another corpo¬ 
ration. The holding company is sometimes called the parent company, 
while the company whose shares are held by the holding company is 
called a subsidiary. Some corporations are organized for the sole pur- 

® The Structure of the American Ecotumiy: Basic Characteristics, Part I, Na¬ 
tional Resources Committee, 1939, pp. 161-162. 
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pose of owning other corporations; others may also be operating com¬ 
panies, producing goods and services. The DuPont Corporation, for ex¬ 
ample, operates a chemical business, and owns a substantial block of 
the shares of the General Motors Corporation. A holding company may 
be a subsidiary of another holding company, as shown in the diagram 
on page 295."^ Note that the B Corporation was a holding company 
which owned all the stock of a holding and operating company, the C 

DIAGRAM OF A CONSOLIDATION OF CEMENT COMPANIES 

Assets Assets Assets Assets Assets 


$2.1 million $3.3 million $5.1 million $5.5 million $4.5 million 



The boxes have areas in proportion to the assets of the corporation repre¬ 
sented. A first merged with B. Later the enlarged B Company was amalgam¬ 
ated with C, D, and E to form the BCDE Corporation. (Data from TNEC 

Monograph No. 13) 

Coke Company. The C Company owned most of the stock of the D 
Corporation, a holding company which owned varying percentages of 
the stocks of three operating companies. 

Horizontal, vertical, and circular combinations can be arranged 
through a holding company. Those who control the holding company 
are in a position to choose the officers and directors of the subsidiaries 
and thus dictate the policies to be followed by the subsidiaries. If the 

® Raymond W. Goldsmith and Rexford C. Parmelee, The Distribution of Owner¬ 
ship in the 200 Largest Non-Finandal Corporations, TNEC Monograph No. 29, 
Government Printing Office, 1940, pp. 124-125. 
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subsidiaries sell the same or competing products, the common manage¬ 
ment may be a means of reducing competition. 


Combination by CoNsoLroAxiON 

The most obvious and complete method of achieving horizontal, ver¬ 
tical, or circular combination on a permanent basis is to form one larger 
business enterprise where there were formerly several. This is com¬ 
monly referred to as consolidation. When one of the existing corpora¬ 
tions absorbs the other, we refer to the action as a merger. It can be ac¬ 
complished through the purchase of the capital stock or of the assets of 
the firm being absorbed, by the one remaining in existence. Where an 
entirely new corporation is organized to absorb the others, there is said 
to be an amalgamation. The final effect is so much the same that the 
terms are used interchangeably. 

The diagram on page 296 shows an actual example of two main meth¬ 
ods of consolidation involving the same group of cement companies.’ 
First the A Cement Company was absorbed by the B Cement Com¬ 
pany, in a merger. Later an amalgamation took place when the BCDE 
Cement Company was organized to replace the B, C, D, and E com¬ 
panies, all of which were absorbed. 


Exercises and Activities 
I Dictionary of Economic Terms 


amalgamation 
circular combination 
combination 

combination by agreement 
combination by common man¬ 
agement 
consolidation 
gentlemen’s agreement 
holding company 

vertical combination 


horizontal combination 
interlocking directorate 
merger 

operating company 
parent company 
patent pool 
pool (or cartel) 
subsidiary 
trade association 
(or integration) 


II Questions and Problems 

1) Explain or identify (a) community of interest, (b) open-price as¬ 
sociation or price-reporting plan. 

2) Explain the purposes and services of trade associations. 

3) (a) Explain how it is possible to have uniformity of policy although 
several independent firms continue to exist, (b) State and explain 

^ Relative Efficiency of Large, Medium-Sized, and SmaU Business, TNEC Mono¬ 
graph No. 13, Government Printing Office, 1941, pp 140 ff. 
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the three general means by which combination of policy may be 
achieved. 

4) “Gentlemen s agreements have been so named because their mainte¬ 
nance was strictly voluntary. This explains their inadequacy.'’ Ex¬ 
plain. 

5) The holding company diagram in this lesson illustrates integration 
of a coke company, a gas company, a power company, and a rail¬ 
road. By reference to the diagram, explain the meaning of integra¬ 
tion. What advantages might this particular integration have? 

6) (a) Explain the meaning of “horizontal," “vertical," and “circular 
combination." (b) List the advantages and disadvantages of each. 

7) Note the diagram which illustrates combination by the consolidation 
of firms. It shows both merger and amalgamation. By references to 
the diagram, explain the meaning of “consolidation," “merger,” and 
“amalgamation." 

8) Members of banking firms have often been found to be directors in 
several large corporations. What factors may help to explain this 
fact? 

9) In 1936, the Nash Motors Company, manufacturer of automobiles, 
and the Kelvinator Corporation, manufacturer of refrigerators and 
air-conditioning equipment, both sent letters to their stockholders 
seeking consent for a merger. Prepare an outline setting forth pos¬ 
sible advantages to the stockholders of each corporation. 

10) The following is a quotation from The New York Times, February 
15, 1939: “Robert G. Stanley, president of the International Nickel 
Company, has been nominated a director of the United States Steel 
Corporation to succeed Walter S. Gifford, president of the American 
Telephone and Telegraph Company. . . . United States Steel, as a 
large user of nickel and also as a result of its recent large-scale ex¬ 
pansion of light and alloy steel production facilities, expects that the 
addition of Mr. Stanley to its Board of Directors will be of great im¬ 
portance.” 

(a) Which type of combination is represented here? (b) The article 
suggests benefits to the U.S. Steel Corporation. How might stock¬ 
holders of International Nickel benefit? (c) What may explain the 
fact that the president of a telephone company was a director in a 
steel corporation? 

Ill Things To Do 

1) The following topics are very briefly referred to in this lesson. Make 
a more detailed report by consulting history texts, more advanced 
economics books, or an encyclopaedia, (a) How the trust form of 
combination worked, (b) How the Standard Oil Companies used 
the various forms of combination, (c) What the basing point system 
in the steel industry was. {Steel—Problems of a Great Industry, Pub¬ 
lic AflFairs Pamphlet No. 15, 1937 is a source of information.) (d) 
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How the United States Steel Corporation came into existence, (e) 
How producers' cooperatives work and the extent to which they have 
the same aims as industrial combinations. 

2) Read the chapters in your history textbook dealing with the growth 
of big business, the combination movement, or related topics. Note 
that each of the methods of combination described seemed to be 
most popular during a particular period. Report to your class on this 
aspect of the combination movement. 


LESSON 39 


CONTROL IN THE GIANT 
CORPORATION 


The Dispersal of Ownership 

When John Doe says that he owns all the capital stock, amounting to 
$50,000, in a corporation which operates a garage and service station 
and which has assers worth $75,000, we recognize it as a very possible 
situation. But when the Standard Oil Company of New Jersey an¬ 
nounces assets worth over 2 billion dollars and capital stock outstand¬ 
ing worth over a half billion dollars, we may be sure that no one person, 
or even a few persons, have wanted to or been able to put up all that 
money. In all but a few cases, the ownership of the shares in our giant 
corporations is widely distributed among thousands of stockholders. It 
has been estimated that in 1939, American corporations had on their 
books the names of 26 million stockholders. Since many people held 
stock in more than one corporation, there were probably 8 or 9 million 
individuals holding corporate stock.^ Included among these stockhold¬ 
ers were not only individuals, but other corporations, banks, trust funds, 
estates, insurance corporations, churches, and other institutions. 

The ownership of corporate stock is not so evenly distributed as the 
above figures would seem to indicate. A study made in 1937 showed 
that, of over 7 million owners of shares in the 200 largest nonfinancial 
corporations, about 88 percent of the stockholders had fewer than 100 
shares each. The shares of this 88 percent, when put together, amounted 
to only 17.6 percent of the value of all the outstanding shares of the 200 
corporations. On the other hand, only % of 1 percent of the 7 million 
stockholders owned more than 5000 shares each. This small group 
owned 48.4 percent of the total value oi shares outstanding." The fig- 

^ Raymond W. Goldsmith and Rexford C. Parmelee, The Distribution of Owner¬ 
ship in the 200 Largest Non-Financial Corporations, TNEC Monograph No. 29, 
Government Printing Office, 1940, p. 13. 

^Op. cit., p. 36. 
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ures thus showed that, despite the dispersal of ownership among a 
large number of stockholders, there was a high degree of concentration 
of ownership. 

According to this study, how^ever, it was an exceptional case for a 
large percentage of the stock of a corporation to be owned by one 
holder. In each of the 200 largest corporations, the combined sharehold¬ 
ings of the 20 largest stockholders totaled less than 25 percent of the 
value of the outstanding shares. In many cases the largest stockholder 
was another corporation, a holding company. If such corporate hold¬ 
ings were left out, the proportion owned by the 20 largest individual 
stockholders was still smaller. In some of the largest corporations like 
the American Telephone and Telegraph Company and the Pennsyl¬ 
vania Railroad, no stockholder owned as much as 1 percent of the total 
stock. 

The table below shows how the stock of fifteen well-known corpora¬ 
tions was distributed at various times between 1937 and 1939.^ 

Stock Ownership in a Selected Group of Corporations 


Corporation 

Date j 

Kind of 

Voting \ 

Sumber of j 

Stock- i 

Percentage* 

of Data ! 

Stock 

Status * 

Shares j 

holders i 

1 

2 


11 26 37 1 

Common 

Voting j 

10,158,738 

49,748 

2.73 ! 

3.47 


1 

Preferred 

Nonvoting 

47,864 1 

737 

8..36 i 

6.56 

American tel. and tel. 

H/15/37 

Common 

Voting 

18,686,794 | 

641,308 

0.63 

.04 

anaconda copper 

3 19/3'^ 

Common 

Voting 

8,674,270 

109,377 

7.87 

.38 

ATLANTIC A PACIFIC 

12/29/39 

Common 

Voting 

1,150,000 

1 

100.0 

40.00 


Common 

Nonvoting 

935,812 

5,876 

61.7 

35.75 



Preferred 

(a) 

260,362 

8,340 

36.01 

29.22 

BORDEN COMPANY 

3/23/38 

Common 

Voting 

4,396,704 

47,595 

2.67 

1.89 

CONSOLIDATED EDISON 

2/11/38 

Common 

Voting 

11,476,527 

95,3.38 

2.50 

.19 


Preferred 

Voting 

2,186,792 

26,220 

5.56 

.00 

FORD MOTORS 

12/31/38 

Common B 

Voting 

172,645 

3 

55.21 

96.86 


i i 

Common A 

Non voting 

3,280,255 

4 ; 

51.40 

89.24 

GENERAL MOTORS 

; 12/31/37 

' Common 

Voting 

43,500,000 i 

363,005 

27 02 

6.26 


1 

Preferred 

fa) 

1,835,644 I 

20,819 

2.72 

.70 

PENNSYLVANIA R.R. 

12/13/37 

i Common 

j Voting 

13,167,754 

215,600 

1 .88 

.11 

B. J. REYNOLDS TOBACCO 

1/25/38 

I Common B 

i Voting 

9,000,000 

57,435 

20.00 

26.42 



Common 

Nonvoling 

1,000,000 

2,438 

3.64 

2.15 

80CONY-VACUDM OIL 

2/21/38 

Common 

Voting 

31,150,610 

111,712 

7.65 ! 

.32 

SWIFT AND CO. 

1 8/1/37 

Common 

Voting 

1 5,906,508 

57,081 

.98 

3.33 

U.8. STEEL 

I 3/4/39 

Common 

Voting 

8,703,252 

167 740 

3.71 

.21 


1 

Preferred 

Voting 

3,602,811 

66,808 

3.26 

.14 

WESTERN UNION 

1 12/31/37 j 

Common 

Voting 

1,045,004 

30,806 

1.44 

3.62 

r. W. WOOLWOBTH 

1 11/10/39 

Common 

Voting 

9,703,610 

63,075 

5.25 

14.17 


• 1—Held by largest stockholder of record 
2—Held by all Officers and Directors 

(a) Contingent voting, i.e. usually has no vote but may vote under special circumstances. 


3 Op. cit.. Appendix III, pp. 206-230; Appendix VII, pp. 374-531; Appendix 
XI, pp. 621-1482. 
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The table lists one corporation, the American Telephone and Tele¬ 
graph Company, with about 650,000 stockholders (as of that time). 
There are twelve states in this country in which the population is no 
larger than the number of stockholders in this one corporation. The 
largest stadiums in the country would be inadequate for the stockhold¬ 
ers' meetings of some of these corporations, if all the stockholders were 
to come. Even if so many people could be brought together for a meet¬ 
ing, it would be impossible for them to carry on discussions of corpo¬ 
ration problems. 

There have been some cases of giant corporations owned by one in¬ 
dividual, family, or small group. When the stock of a corporation is 
owned by an individual or a small group and its shares are not avail¬ 
able for public sale, we call it a closed corporation. It will be observed, 
from the table preceding, that at the end of 1939 one stockholder owned 
all of the voting stock of the A & P and large blocks of the other types of 
shares. Another example of a closed corporation was Ford^ Motors; 
Henry Ford was chi jf stockholder and the balance was divided among 
other members of the Ford family. 

The fact that closed corporations are uncommon among giant corpo¬ 
rations is revealed in the table. The first column of percentages, show¬ 
ing the percentage owned by the largest stockholder of record, lists 
only two corporations in which the proportion was over fifty per cent. 
In many cases the proportion was very small indeed. In many of the 
corporations listed, the largest stockholder was another corporation, or 
trustees for an estate or some organization. Also interesting is the fact 
that officers and directors are often ovmers of only a small proportion 
of the stock. This can be seen by observing the last column of percent¬ 
ages in the table, which gives the percent held by all the oflBcers and 
directors combined. For the 200 largest corporations in 1937, the aver¬ 
age stock ownership for all officers and directors combined was 5.5 per¬ 
cent. 

Separation of Ownership and Control 

Ownership in a corporation means having a share in its capital. Con¬ 
trol of a corporation means having the power to select its management 
—the directors and officers. Management in the corporation is the con¬ 
duct of its daily affairs by the officers and directors. The terms “owner¬ 
ship,” “control,” and “management” are also used to refer to the indi¬ 
viduals or groups who exercise these functions. 

In small firms, ownership, control, and management go together. The 
same people are the owners, directors, and oflBcers of the corporation. 
They decide the general policies and conduct the daily affairs of the 
business. Even in the medium-sized corporation, with several dozen or 
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a few hundred stockholders, there may still be a practical identity be¬ 
tween the chief stockholders and management. As the number of stock¬ 
holders increases, the gap between the stockholders and management 
widens. Instead of the control by majority ownership which exists in the 
small corporation and in the large closed corporation, there develops a 
situation which can be described as control by minority ownership. 



Courtesy of Cities Service Company, Inc. 


Keeping track of the names and mailing addresses of the stockholders in a 
giant corporation is no easy task. The photo shows the files of stockholders 
in one of America’s great corporations. 

To control a corporation, it is not necessary to own a majority of the 
stock; from 10 percent to 20 percent of the voting stock may be ade¬ 
quate for “working control.” The possibility of such minority control 
may result, first of all, from the fact that some of the stock may not have 
the right to vote. Often preferred stock is without the right to vote. In 
the past, corporations were permitted to issue “Class A” and “Class B” 
common stock, with one class denied voting rights (usually Class A). 
Thus, the table on page 300 reveals that if the largest stockholder in 
Ford Motors had sold all his nonvoting Class A common stock (over 3 
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million shares outstanding in 1938), he could still have controlled the 
company through ownership of more than half of the voting common 
stock. 

A second factor which makes minority control possible is that most 
of the people who buy corporate stocks have no intention of sharing in 
the control of the corporation. Most stockholders do not attend stock¬ 
holders’ meetings. They bought their shares either for investment or 
speculation. If they are not satisfied, they usually sell the shares they 
own, rather than attempt to change or reform the policies of the board 
of directors and officers. The larger the number of voting shares out¬ 
standing and the more widely they are dispersed, the smaller becomes 
the proportion needed in order to be the largest stockholder (or group 
of stockholders) and to control the corporation. All that is needed to 
elect the board of directors is a majority of the votes cast, rather than 
a majority of all the voting shares in the hands of stockholders. 

A third way in which minority control becomes possible is through 
the proxy machinery, which has been developed to make it possible for 
"absentee owners” tc vote. The iiumber eligible to vote is so large as to 
make it impossible for all to meet; furthermore, the meeting place is 
often a long distance from the homes of many stockholders. Therefore, 
along with the notice of the stockholders’ meeting goes a form by which 
a stockholder may delegate to another person the right to cast his vote. 
This document, transferring the stockholder’s voting rights, is called a 
proxy. The management, already in oflBce, chooses a proxy committee to 
cast the \'Otes that are returned by stockholder proxies. The average 
stockholder deposits his dividend check in the bank, and his notice of 
meeting and proxy form in the wastebasket. If he does send a proxy 
back, it will be voted by those who are already in control; if he does 
not send it back, it reduces the total number of votes, and makes the 
management’s votes a greater percentage of the total. The failure of 
many stockholders to vote independently, coupled with the failure of 
many other stockholders to vote at all, makes it easy for a minority 
group to maintain control. For these reasons, it is clear that the 27-per- 
cent stock ownership in General Motors could be enough to maintain 
control.^ In such cases there is control of corporate policy, although 
majority ownership is lacking. 

It will be noted in the table, that in several corporations, including 
the American Telephone and Telegraph Company, and the Pennsyl¬ 
vania Railroad, the largest stockholding was a tiny proportion, under 1 
percent. In such corporations the source of control is not the ownership 


^ Op. cit., p. 1490. 
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of voting shares; management is able to obtain and continue control 
through the use of the proxy machinery. Should a dispute arise between 
stockholders and management, the management has the advantage of 
easy access to the names and addresses of the stockholders and can 
have the corporation pay the expenses of advertising and of circulariz¬ 
ing the stockholders for proxies. The ‘‘outsider”—the stockholder who 
opposes the policies of the management—finds it difficult and expensive 


NO HOLDING COMPANY 

DIRECT OWNERSHIP 


2 . 3 . 

1st DEGREE HOLDING CO. 2nd DEGREE HOLDING CO. 

INDIRECT OWNERSHIP INDIRECT OWNERSHIP 




I 


= 50% = $50,000 


COMPANY O 

VOTING STOCK $100,000 


= 25% = $25,000 


= ]2V2% = $12,500 



If Mr. Jones owns the O Com* 
pony directly he must invest 
$50,000 in voting stock to hove 
majority ownership. This is 50% 
of the copitol stock of the oper* 
oting compony (Co.O.). If he 
wishes to releose his copitol for 
other investment he con do it by 
forming o holding company as 
shown in 2. 


: 50% = $50,000 


COMPANY O I 

VOTING STOCK $100.0001 


He forms Company H, a holding 
company which has voting stock 
of $50,000. He exchanges this 
voting stock for the $50,000 
worth of stock in Co. O. Now he 
con sell half of the stock of Co. H. 
His investment is still $25,000, 
enough to control Co. O and he 
has released $25,000 for other 


= 25% = $25,000 


I COMPANY H I 

I VOTING STOCK $50,000j 

= ,50.000 


I COMPANY O I 

■VOTING STOCK S ?00,00o| 

By repeating the process, the O 
Company is controlled by 12^2% 
instead of the original 50% of 
voting stock. 


PYRAMIDING COMPANIES ... THE TOP INVESTMENT GETS NARROWER I 


to collect proxies for a vote again.st the management. The proxy battle 
waged by Rockefeller against the management of Standard Oil of In¬ 
diana, in 1929, is said to have cost him $300,000. But such contests are 
rare. Thus, management tends to remain in control indefinitely. The ex¬ 
pectation that in an organization with thousands of owners there would 
be electioneering, parties, changes in oflBce, and other earmarks of po¬ 
litical campaigning is not fulfilled. Control is exceedingly stable. 

This type of control, where there is not even a substantial minority 
block of voting stock, is sometimes referred to as ‘management con¬ 
trol.” It becomes more usual as the size of a corporation grows and 
stock dispersion increases. 
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Control Through a Holding Company 

Minority control of a large corporation can be furthered through the 
use of a holding company. This device, which was explained in the pre¬ 
vious lesson, has been common in the transportation industries and in 
other public utilities (see p. 327). 

From the point of view of control, a great advantage of the holding 
company is the fact that it reduces the amount of capital which the in¬ 
terests in control must invest in order to maintain control. For example: 
In the diagram opposite, Jones must invest $50,000 in voting stock of 
Company O if he wishes to own half of its $100,000 of voting stock.® 
Instead, he forms a holding company, the H Company, and turns over 
to it the $50,000 of stock in Company O, taking in return $50,000 worth 
• of voting stock in the holding company. He needs to keep only half of 
that, or $25,000 worth, to guarantee control of the holding company. 
He can disperse the remaining $25,000 worth of stock to outside buy¬ 
ers; and, with the 50 percent he keeps, he has complete control of Com¬ 
pany O. Thus, with $25,000 invested, he controls the same value of as¬ 
sets in Company O as $50,000 did before. Creating holding companies 
connecting the controlling interests with the operating companies is 
called pyramiding. This process reduces the investment needed to con¬ 
trol a corporation. 

Implications of Corporate Control 

Investigations during the 1930’s revealed that some oflBcers and di¬ 
rectors of large corporations had enriched themselves at the expense 
of the stockholders whom they represented. There were instances in 
which they had voted themselves huge salaries and bonuses. Sometimes 
they had arranged, on behalf of corporations in which they had minor¬ 
ity control, contracts which would be highly profitable to other cor¬ 
porations in which they owned most of the stock. Some of them had 
manipulated the prices of stocks in corporations they controlled, so 
that they were able to sell their own holdings at high prices, or buy 
the stocks at bargain prices. The exposure of such actions forced the 
American public to realize the growing importance of the power in 
the hands of corporate management. 

The question has been raised whether the directors of a large corpo¬ 
ration stand in somewhat the same position with respect to the corpo¬ 
ration as do the elected officials to the public. Do they hold virtually 

® Actually, to assure control, he would need $50,100 worth, if shares are $100 
each, or just over 50 percent of the voting stock. The round number of 50 percent 
is used here to simplify the example. It will be remembered that if the stock is dis¬ 
persed, or if there is nonvoting stock, a much smaller percentage than 50 percent 
of the total stock issue might be adequate. 
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a public, rather than a private, trust? This becomes a problem because 
large corporations have thousands of owners, who may not be in a 
position to participate actively in the management of these corporations. 

In an effort to solve this problem, the federal government enacted 
the Securities Act of 1933 and the Securities Exchange Act of 1934. 
These laws established regulation by the Securities and Exchange Com¬ 
mission of securities issues, corporation reports, proxies, stock-exchange 
dealings, and many other phases of the relations between corporation 
managements and stockholders. 

Exercises and Activities 

I Dictionary of Economic Terms 

closed corporation control by minority ownership 

control by majority ownership proxy 

pyramiding 


II Questions and Problems 

1) Explain the difference between “control” and “management” of a 
corporation. 

2) Explain how control is exercised where: (a) there is a closed cor¬ 
poration; (b) there is majority control; (c) there is minority control; 
(d) there is management control. 

3) Businessmen may serve as directors of large corporations in which 
they own no stock at all. What may make them willing to do so? 

4) How may it be possible for one-third of the voting shares of a cor¬ 
poration to give its owners complete control of a corporation? 

5) (a) What is meant by the “proxy machinery” of a corporation? (b) 
How does it help to make control by management possible? 

6) “The real reason for the divorce of ownership and management in 
the giant corporation is that the stockholder has abdicated, has be¬ 
come investor rather than enterpriser.” Explain. 

7) (a) Explain the advantage of indirect control through a holding 
company, (b) What are the possible dangers in control through 
holding companies? 

8) The large number of stockholders in American corporations like U.S. 
Steel, Pennsylvania Railroad, and American Telephone and Tele¬ 
graph Co., has been pointed to as evidence of the existence of demo¬ 
cratic control of American industry. Give arguments for and against 
this theory. 

9) “Perhaps society itself is at fault in not having provided the corporate 
manager with something other than a financial reward. . . . Per¬ 
haps we need an Industrial Legion of Honor with a ribbon for the 
socially sensitive manager to wear on his chest.” (Fortune Magazine, 
June 1933, p. 47, “U.S. Corporate Management.”) What is there 
about the job of the corporate manager which makes it desirable 
that he be “socially sensitive?” 
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10) (a) Explain this statement: “The giant corporation is characterized 
by absentee ownership.” (b) To what extent is this situation inevi¬ 
table? 

Ill Things To Do 

1) Bring to class newspaper reports of meetings of corporate stock¬ 
holders or directors, or of other aspects of corporate ownership, con¬ 
trol, or management. 

2) Draw a diagram or cartoon to illustrate the statement, 'In a large 
corporation, ownership is a centrifugal force, and control is a cen¬ 
tripetal force.” 

3) Read and report on The Modern Corporation and Private Property 
by Berle and Means (Macmillan), 1933, Book I, Chapters 1, 4, 
and 5. 


LESSON 



METHODS OF COMPETITION 


The Struggle for Market Advantage 

In sports, rules have been introduced to make contests as even and 
fair as possible. In boxing, a heavyweight will not be matched against 
a featherweight; football has its penalties for tripping and holding. 
Competition in business, however, does not have the precisely worked- 
out rules and regulations that sports have. There is much difference of 
opinion as to what is fair and unfair in marketing tactics. In the 1930’s, 
for example, the giants of the oil industry complained about price cut¬ 
ting by the small independent operators. In contrast, small retailers 
have protested the price cutting by large chains and department stores. 
There has been some attempt to define by law what is unfair competi¬ 
tion. In some industries business itself has informally adopted a “code 
of ethics” to control competitive tactics. Nevertheless, exact definition 
of unfair competition has still to be achieved. The difficult problem of 
making competition fair, and still keeping it competitive, remains to 
be solved. 

The accusation of unfair methods of competition comes from varying 
sources and is wider in interest than just the businesses directly in¬ 
volved. Consumers, too, have a stake in the methods used in the mar¬ 
ket. If goods are misrepresented, or priced too high, the consumer has 
reason to cry “Unfair.” Labor, too, is affected, if the struggle in the mar¬ 
ket forces wages down and makes working conditions inferior. 

In 1911, a well-known manufacturer of business equipment with al¬ 
most a complete monopoly in its field was sued on the grounds of mo¬ 
nopoly and unfair methods. The following is a partial list of the meth¬ 
ods described in the evidence: 
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(1) Making false statements about the products and the financial condi¬ 
tion of competitors 

(2) Placing spies in the competitors’ employ to learn business secrets and 
processes 

(3) Bribing employees of competitors, railroad companies, and others to 
get information as to business practices and processes 

(4) Persuading customers to break contracts made with competitors 

(5) Arranging for employees to injure competitors’ machines in use 

(6) Making imitations of competitors’ products, deliberately inferior, to 
discredit their products 

(7) Threatening lawsuits for patent infringement, which could not have 
been proved, in order to embarrass and intimidate 

(8) Displaying competitors’ products in second-hand stores, labeled 
clearly as 

Although competition today is not quite so rough, unfair competition 
is still a factor in modern markets. The Federal Trade Commission, 
charged with the prevention of unfair methods of competition, lists 
many cases in each of its annual reports. Some of the most common 
methods of unfair competition used today are the misbranding of goods, 
the adulteration of ingredients, and false and misleading advertising; 
copying or imitating another firm’s name, trademarks, or brand names; 
and falsely destroying the reputation of a firm by spreading rumors as 
to its credit standing or slandering its products and service. Interfer¬ 
ence with the ability of competitors to do business by diverting their 
shipments of supplies or raw materials, conspiring to bid up the prices 
of the materials they must buy, and using political position or bribing 
oflBcials are other types of unfair competition with which the Federal 
Trade Commission has dealt. 

Two practices which in recent years have caused much complaint are 
tie-in sales and exclusive-dealer contracts. A tie-in sale is a transaction 
in which the seller requires the buyer to take unwanted goods in order 
to get wanted merchandise. This is the case if a manufacturer of elec¬ 
trical appliances forces customers to buy his slow-moving radio models 
in order to get his fast-moving refrigerator models. An exclusive-dealer 
contract is one in which the seller of a branded product requires mer¬ 
chants who wish to handle his product to agree not to handle compet¬ 
ing brands. The producer of a popular brand of gasoline, for example, 
may insist that service stations handling its product may not sell com¬ 
peting brands of gasoline. 

Price Discrimination and Competition 

Large, powerful business firms are often in a position to increase their 
volume of business by charging what the traflBc will bear. This often 
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takes the form of price discrimination, the practice of charging diflFer- 
ent prices to different customers for the same article at the same time. 
Thus, chain stores may engage in local price cutting, charging less in 
stores in locations where there is much competition, and more in areas 
where there is no serious competition. When such discrimination takes 
place, there will be one set of buyers paying higher prices because the 
seller has less competition; here the buyers will complain of monopoly. 
For the other buyers there will be lower prices, because competition 
is keen; but here the competing sellers will complain of unfair tactics. 

The charge of price discrimination has frequently been leveled 
against the railroads of this country. Such charges were the original 
reason for the sweeping regulation of railroad rates by the Interstate 
Commerce Commission. In recent years the charge of discrimination 
has come particularly from the Southern states, which have claimed 
that the railroad rates give Northern and Western shippers an unfair 
advantage over those of the South. 

It is established by law (Clayton Act, 1914) that price discrimination 
is illegal, when the effect is to lessen competition. However, there has 
been much controversy regarding quantity discounts as a form of price 
discrimination. The large buyer, such as the chain store or department 
store, has an advantage over smaller competitors, because of its ability 
to buy in large quantities. In the first place, the manufacturer is able to 
save money in shipping, packing, and delivery expenses, and can pass 
this saving on in the form of lower prices. In the second place, a very 
large order has a substantial effect on the volume which he can manu¬ 
facture, and therefore helps to reduce his unit cost of production. The 
result is that large buyers are able to get goods at lower prices than 
small buyers are able to get them, and are often able to undersell the 
smaller competitors. Is it unfair for large buyers to be given quantity 
discounts? Small dealers complain that they cannot compete on this 
basis and that the effect is to create a monopoly. On the other hand, the 
large buyers point out that to deny them the right to the discounts 
would be unfair to the consumer and to the manufacturer who finds the 
business profitable and who is by virtue of large orders able to effect 
savings in cost. It has been established by law (Robinson-Patman Act, 
1936) that quantity discounts are legal only where the seller can prove 
that lower costs result from the large quantity sold. 

Price Cutting as Unfair Competition 

Reduction in price has been generally considered as the prime means 
of competing. Yet the question has been raised as to whether there is a 
point beyond which price cutting becomes unfair. If the price cut is 
used as a sledge hammer by a big business to extend and complete its 
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control of the market, it is usually considered unfair. This is especially 
true when the price is cut below cost of production, resulting in losses 
which the big business can absorb better than the small one. 

One practice which has been attacked as unfair is that of the loss 
leader. A loss leader is a product sold at an unusually low margin of 
profit, or even below cost, in order to attract business for other prod¬ 
ucts sold in the same establishment. For years many large department 
stores sold books, drugs, and popular brands in general, below cost, 
thus attracting thousands of extra customers who bought other things 
besides the reduced items. Cut-rate drug stores use the same method, 
cutting price drastically on well-known brands. This practice has 
greatly decreased since the passage of the so-called fair trade laws, de¬ 
scribed later in this lesson. 

One diflBcult problem in connection with price cutting arises when 
a firm, through greater efficiency, actually has lower costs than its com¬ 
petitors. Is it unfair if this firm lowers prices to the point which, while 
profitable for itself, cannot be met profitably by its competitors? Buyers 
would benefit from the reduction of prices. Suppose the low-cost firm 
eliminates all its competitors and has a monopoly; would this not be 
contrary to the interests of consumers in the long run? Another difficult 
question is whether it is unfair for large retail and wholesale companies 
to produce their own brands, and sell them at lower prices in competi¬ 
tion with the nationally advertised brands carried by small retailers. 

Checking on the fairness of a price cut, by investigating the cost of 
production, is not easy; especially when several products are sold by 
one firm. A refrigerator manufacturer may also make radios. Let us say 
that he is better known in the refrigerator field, and has considerable 
brand preference there. He charges most of his overhead to the produc¬ 
tion of the refrigerator, which he can sell easily at a profitable price, 
and thus lowers the cost and selling price of the radio. Do his competi¬ 
tors in the radio business have the right to charge him with unfair com¬ 
petition for cutting price on the radio? 

There are various viewpoints as to what is unfair price cutting. Every 
reduction in price may threaten the stability of some business enter¬ 
prise, and may be regarded by that business enterprise as unfair. In 
general, the tendency has been to regard as unfair those acts “designed 
to give a competitor an advantage unrelated to his productive eflB- 
ciency. . . . [however] in recent years the tendency appears to be to¬ 
ward denouncing as unfair any eflFort to compete on the basis of price.”^ 
Especially during the depression of the 1930’s, the idea developed, and 
was expressed in the National Industrial Recovery Act and the fair 


^ Clair Wilcox, Competition and Monopoly in American Industry, TNEC Mono¬ 
graph No. 21, Government Printing Office, 1940, p. 7. 
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trade laws, that any action which upset the established price struc¬ 
ture is unfair in that it tends to create cutthroat competition. 

The National Industry Recovery Act 

This was a short-lived law, passed in 1933 and declared unconstitu¬ 
tional in 1935. The National Industrial Recovery Act (NIRA) con¬ 
tained the idea that control of competitive methods was desirable. 
The basic principle of the NIRA was to organize a system of indus¬ 
trial self-government, with representation for management, labor, and 
consumers, in the formulation of the rules. 

The law provided for the creation of a National Recovery Adminis¬ 
tration (NRA), with an administrator responsible to the President. Un¬ 
der the supervision of this administrator, each industry was allowed to 
set up a code authority, a board in which the businessmen, workers, 
and consumers of that industry were represented. The code authority 
drew up a code of fair competition, which was a set of rules regarding 
prices, output, hours of business, credit terms, and other trade practices. 
For the benefit of labor, every code had to establish a minimum wage, 
limit working hours, and guarantee the right of the workers in the in¬ 
dustry to join unions and bargain collectively. Onco the code had been 
approved by the administrator and signed by the President, it had the 
force of law for all the business firms in the industry. Violations could 
be punished by fines and imprisonment. The codes were exempted 
from the antitrust laws. 

When, in 1935, the law was declared unconstitutional, it had been in 
effect too short a time to provide a definite answer to the problem of 
regulating competition. It did serve to dramatize the failure of compe¬ 
tition to adjust the economy rapidly enough in a period of depression, 
and focused attention on the need for cooperative action. But there was 
widespread criticism of the NRA codes as having allowed many monop¬ 
olistic practices. 

In recent years, the Federal Trade Commission has encouraged in¬ 
dustries to adopt codes of fair practices. These codes, however, are 
not exempt from the antitrust laws, and therefore cannot permit price 
fixing or output limitation. Nor do these codes have the force of law. 
But they have helped to fix standards of fair competition acceptable to 
the Federal Trade Commission. 

The Fair-Trade Laws 

Another step in the direction of limiting competition has been the 
Miller-Tydings Act, passed in 1937. To deal with the problem of price 
cutting, many manufacturers had tried to enforce contracts with retail¬ 
ers by which the latter promised not to sell for less than a price fixed by 
the manufacturer. Many states had passed laws, called fair-trade 



312 


Big Business and Public Control [Unit 7 

laws, which made it legal for manufacturers to fix the retail prices of 
their products. Where, however, interstate commerce was involved, 
these contracts were held to be in restraint of trade, in violation of the 
federal antitrust laws. The Miller-Tydings Act eliminated that difficulty 
by providing that, where there was a state law legalizing such contracts, 
the federal law (the Sherman Antitrust Act) would not prohibit them. 
Thus it is now legal in most states (in 1949 in all except Missouri, Ver¬ 
mont. and the District of Columbia), to “fair-trade” a manufactured 
product by contracting with sellers to maintain resale price. Further¬ 
more, it is the practice, in some states, to make a single contract, en¬ 
tered into with a dealer, apply to all dealers, whether or not they have 
signed a contract to maintain price; this makes the fixed price general. 

The chief support for the fair-trade laws has come from the retail 
and wholesale distributors of branded merchandise, who see in them 
some assurance that profit margins will not disappear because of cut¬ 
throat competition, especially loss-leader selling by cut-rate stoies and 
department or chain stores. Some manufacturers support the laws 
strongly because they prevent the destruction by the retailer of the 
brand prestige built up at such great expense by the manufactureFs 
advertising. 

The chief attack on these laws has come from consumers who feel 
that these laws have had a monopolistic effect by making it easier for 
prices to be kept at an excessively high level. It is pointed out, too, that 
the laws virtually make the retailer an agent of the manufacturer of 
popular brands, since they remove from the retailer the power to adjust 
prices according to changes in demand. This has made it more difficult 
for retailers to liquidate inventories at sale prices. 


Exercises and Activities 
I Dictionary of Economic Terms 

local price cutting 
loss leader 
price discrimination 
tie-in sale 


charging what the traffic will bear 
code of fair competition 
exclusive-dealer contract 
fair-trade law 


II Questions and Problems 

1) How is each of the following related to the problems of regulating 
competition or monopoly? (a) Federal Trade Commission, (b) mis¬ 
branding, (c) Interstate Commerce Commission, (d) Clayton Act 
of 1914, (e) quantity discounts, (f) Robinson-Patman Act, (g) 
Miller-Tydings Act and related state laws. 
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2) Discuss the extent to which you agree or disagree with each of the 
following statements. Give your reasons, (a) There can be no price 
discrimination unless there is some degree of monopoly power in 
the hands of the seller, (b) Loss leaders may hurt business but they 
help consumers, (c) Selling below cost is unfair competition, (d) 
Restricting the right to grant quantity discounts to large buyers may 
be fair to small business but is unfair to consumers. 

3) Explain how some methods of unfair competition may be considered 
as “the theft of intangible assets.” 

4) (a) State and explain three respects in which one seller may have 
an advantage over a competitor, (b) Show how each of these ad¬ 
vantages may be used in such a way that competitors could call it 
unfair competition. 

5) Explain the features of the NIRA which made it a method of “indus¬ 
try self-regulation.” 

6) In parallel columns list tho arguments for and against fair-trade laws, 
from the point of view of the whole community. 

7) Unfair competition has been defined as “a competitive method de¬ 
signed to give a competitor an advantage unrelated to his producti\'e 
efficiency.” (a) Explain, (b) Do >ou think the definition a good one? 
Discuss. 

Ill Things To Do 

1) Report to the class on one of the following: (a) the name and provi¬ 
sions of the fair-trade law in your state; (b) why the NIRA was de¬ 
clared unconstitutional. 

2) Interview your local grocer and druggist. Report on their opinions 
of fair-trade laws. 

3) Interview adults in your family who may remember the excitement 
that prevailed at the time the NTRA went into effect. Report to the 
class. 

4) Read Indwstrial Price Policies (Public Affairs Pamphlet No. 23, 
1938); also Steel—Problems of a Great Industry (Public Affairs 
Pamphlet No. 15, 1937) , for examples of pricing methods. 

5) Examine a copy of the annual report of the Federal Trade Commis¬ 
sion for examples of complaints involving unfair competition. 


LES SO N 



THE CONTROVERSY OVER 
“BIGNESS” 


Criticisms of Big Business 

What to do about the growth of big business, or whether we should 
do anything at all about it, is one of the most controversial of modern 
problems. Competition, the argument runs, gWes the consumer what he 
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wants—quality, variety, service, and low prices. Monopoly removes the 
need for worrying about competition, and permits the businessman to 
establish market policy independent of other businessmen. Evidence in¬ 
dicates that he often produces less than would be produced if competi¬ 
tion were actively in effect, and that he charges a higher-than-competi- 
tive price. This limits the rise of standards of living. 

Mass production results in economies in cost. However, mass produc¬ 
tion does not necessarily mean monopoly. The question that must be 
raised is how much of the increase in the size of business, how much of 
the interlocking and pyramiding, how much of the consolidation and 
combination, has taken place in order to achieve greater efficiency, and 
how much for the purpose of lessening competition, or for making a 
profit from selling securities. Big business, according to this view, has 
made our economy top-heavy with organizations more concerned with 
financial dealings than in producing goods and services. Expansion be¬ 
yond a certain point may mean excessive red tape, inefficiency, and 
business bureaucracy. Furthermore, even where large size does mean 
savings in cost, the existence of monopoly enables the business to keep 
the savings for the owners in the form of profits, rather than to pass 
them on to consumers in the form of lower prices. 

Big business may slow up the introduction of new methods of pro¬ 
duction. Large corporations have the resources to pay for research, 
and thus obtain many basic patents for new inventions and processes. 
But there is lacking the compulsion, which competition provides, to in¬ 
troduce new methods rapidly. The introduction of inventions may mean 
the scrapping of existing equipment and the need for new investments. 
The use of new processes and new products may therefore be delayed 
for years. 

So great has become the size of firms in some industries that the field 
is practically closed to the entry of new business. In agriculture, retail¬ 
ing, the service trades, construction, and some kinds of manufacturing, 
it is fairly easy to enter into business. In most manufacturing and min¬ 
ing industries, the amount of capital required is beyond the reach of the 
average businessman. Although our system is still one of free enterprise, 
in the sense that any individual has the legal right to enter a business, 
the economic possibilities are shrinking constantly. 

Furthermore, it is argued, the concentration of control of business in 
the hands of giant corporations makes the community at large pay for 
errors in judgment on the part of the directors and managers of these 
enterprises. When small businessmen make mistakes, the eflFects are 
limited. Should one of our “captains of industry” err with respect to the 
amount produced, the price charged, or the proportion of earnings 
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distributed as dividends, the effects would spread from industry to in¬ 
dustry and could generate a wave of depression or inflation. 

Big business is a political problem, too. It has become the source of 
some of the main pressure groups in this country, exercising much in¬ 
fluence on national and local governments. Giant corporations have 
been successful in blocking many kinds of government regulation of 
business. The press and radio are themselves big business, and are sup¬ 
ported by the advertising expenditures of big business. Big business 
maintains expensive lobbies in the national and state capitals to watch 
over and influence legislation. The Credit Mobilier and the Teapot 
Dome scandals are historical examples of the corruption of government 
by big business. The development of monopoly in industry carries with 
it the threat of monopoly control of government. 

Arguments for Bigness 

The defenders of big business believe that most of the arguments 
presented against it are based on the false assumption that big business 
and monopoly are the same thing. But active competition takes place 
between big businesses, between brands, between substitutes. How is it 
possible to say that big business spends so much on advertising, without 
at the same time admitting that big business engages actively in compe¬ 
tition? 

The record proves, it is pointed out, that the economies of large- 
scale operations have been passed on to consumers. Compare the price 
and quality of automobiles, radios, refrigerators, and many other things 
today with what their price and quality were when industry was char¬ 
acterized by smaller firms. If it is true that business has grown in size 
and eliminated much competition, it is also true that production has in¬ 
creased and costs have fallen. Whatever theoretical advantage may be 
pictured for the competition of many small enterprises, the consumer 
has benefited in a practical way from the growth of big business and 
mass-production methods. 

The argument that monopoly produces tremendous profits at the ex¬ 
pense of the consumer overlooks an important fact: a large part of the 
profits of big business has been reinvested in research, improved plant 
and equipment, and expansion of operations, making possible better 
goods and services at lower costs. This progress is furthered by the 
stable marketing conditions which exist in the large-scale industries. It 
is in contrast to the slowness of technological progress in many of the 
highly competitive industries—coal mining, for example. 

The record of advance in American technology, the best in the world, 
contradicts the argument that technological progress is being blocked. 
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Each year brings engineering advances and new products from the re¬ 
search facilities of big business. Nor has big business prevented radios, 
television, washing machines, automobiles, and countless other prod¬ 
ucts from becoming cheap enough to become part of the American 
standard of living. It would be socially wasteful to scrap existing plant 
and equipment each time a new technique is developed. Is it not more 
sensible to plan the introduction of new devices in order to reduce the 
waste of invested funds? 

Competition, some observers believe, has not been an unmixed 
blessing. The gains to consumers from low prices have been offset by 
the frequent periods of widespread business losses, wage cutting, and 
unemployment. Competition has also hastened the exhaustion of natural 
resources. Conservation costs money; competition blocks the expendi¬ 
ture. In the oil industry, competition has resulted in wasting billions of 
cubic feet of natural gas, flooding oil-bearing sands with water, and 
making millions of gallons of oil unrecoverable. Control by big business, 
even monopolistic control, has one advantage: it allows better plan¬ 
ning, and resources are thereby conserved. 

Despite the growth in big business, small business still exists and will 
continue to exist. In such fields as retailing, service, home construction, 
and farming, small business still dominates. Most of our big businesses 
are in fields where, before tlie industrial revolution, there was no busi¬ 
ness at all. How can there be small business where the nature of the 
process, as in aluminum or steel making or automobile manufacture, re¬ 
quires large capital investment? Opportunity still exists for small busi¬ 
ness in new fields of service as standards of living and purchasing power 
grow. In fact, big business creates small businesses; service stations, 
trucking companies, and radio repair shops are examples of small busi¬ 
nesses which depend on the automobile-manufacturing business. 

Big business is not destroying free enterprise; on the contrary, the 
bulwark of private enterprise is big business. Ownership in giant busi¬ 
ness is widely dispersed among millions of small stockholders; more 
people than ever before have a private stake in the operation of busi¬ 
ness enterprise. 

The argument that big business controls the government is not 
founded on fact. Business is not the only group influencing public opin¬ 
ion and legislation. Labor, consumers, farmers, and other groups have 
their lobbies and act as pressure groups. Their eflFectiveness is proved 
by the passage of legislation which they favor and which big business 
opposes. It is in the nature of democracy for the various economic 
interests in our society to make their wishes known to their elected rep¬ 
resentatives; that is part of a system of representative democracy. 
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The Variety of Opinions 

The diflFering opinions about big and small business reflect the variety 
of economic interests in the nation. The average citizen, who works for 
a wage or salary, is interested in the size of his money income and in 
what it can buy. His attitude toward big business depends upon what 
is happening to his real income. During the depression of the 1930’s, 
when prices were low and jobs were hard to find, he accepted with 
some sympathy the argument that the elimination of cutthroat compe¬ 
tition would make it possible to stabilize markets and achieve recovery. 
In the years following World War II, when prices zoomed to new highs 
and rises in the cost of living produced hardship, he was more receptive 
to the argument that monopoly was keeping prices high. Businessmen, 
too, vary in their opinions according to the changing market situations 
they face in buying and selling. When they must buy from business 
giants with monopoly power, or when they face competition from big 
business, smaller businessmen complain about monopoly. On the other 
hand, when they are faced wi^^h ruinous cutthroat competition, they 
strive to organize themselves and argue against the excesses of compe¬ 
tition, The attitude of the farmer has generally resulted from the fact 
that he sells in a market which is highly competitive but buys many 
manufactured articles in markets which are more monopolistic. 

Another reason for variety of opinion is that there are different atti¬ 
tudes about how our economic system is, or should be, regulated. In 
Lesson 35, the manner in which competition acts as a force for equi¬ 
librium was explained. Some people believe that any control over prices 
by private monopoly or by the government is an interference with the 
automatic regulation which free competition is supposed to provide. 
Others oppose monopolistic control over prices and production by busi¬ 
ness, but favor regulation by the government in order to get the ad¬ 
vantages of big business without the disadvantages of destroying 
competition. Some go so far as to advocate government ownership or 
government monopoly in certain fields, while others denounce gox ern- 
ment control as a step toward collectivism. 

There is clearly no simple answer to the question, “Which is better 
for all of us, more small business or more big business, more competi¬ 
tion or more monopoly?” 


Exercises and Activities 

I Dictionary of Economic Terms 
lobbying technology 
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II Questions and Problems 

1) Copy the following chart form and fill in as many arguments as you 
can find on both sides of the question. 


Arguments for Big 
Business 

From the Point of View of 

Arguments Against Big 
Business 


Prices and quality of con¬ 
sumer goods and services 



Amount of production 



Business costs and eflS- 
ciency 



Technological progress 



Maintaining free enter¬ 
prise 



Maintaining stable busi¬ 
ness conditions 



Conservation of resources 



Protecting political 

I democracy 



2) State and explain three reasons for controversy about the merits or 
demerits of big business. 

3) Explain and give examples to show that the degree of competition 
or monopoly is related to the conservation of natural resources. (Con¬ 
sult page 396.) 

4) Give two reasons for the claim that big business can produce at 
lower cost than small business. Give one reason for the claim that 
great size may cause an increase in cost. (Consult Lesson 30.) 

5) Do you agree with the statement that “size does not mean monop¬ 
oly”? Explain. (Consult Lesson 36.) 

6) (a) Explain the argument that big business may help avoid depres¬ 
sions. (b) Explain the reasoning of those who hold the opposite point 
of view. (Consult Lesson 84, especially pages 654-655.) 

Ill Things To Do 

1) This topic lends itself admirably to debate or forum discussions. Ar¬ 
range for such a discussion in your class. The following are sug¬ 
gested topics: (a) Is big business a threat to the American Way of 
Life? (b) Should all laws restricting big business growth be re¬ 
pealed? (c) How can we get the best contributions of large-scale 
business without suflFering from its disadvantages? (d) Should chain 
stores be taxed (as in some states) in order to protect small retailers? 

2) Consult a history textbook and report on the following topics: (a) 
the political influence of big business, (b) the eflFect of monopoly on 
the use of resources, (c) the attitude of farmers toward big busi- 
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ness. (Note: Some of these topics are discussed in later lessons in 
this book.) 

3) Make your own public-opinion poll. Copy the following form and 
record the number of answers in each column. Ask the reasons for 
the answers you get. Compare the answers to the questions. Are the 
answers consistent? 

Yes No Don't Know 

Are you in favor of discouraging the 
growth of big corporations? 

Do you prefer to sliop in a chain store, 
a department store, or a small independent 
retail store? 

4) Read Government Under Pressure (Public Affairs Pamphlet No. 67, 
1942). A summary of TNEC Monograph No. 26, Economic Power 
and Political Pressures. This pamphlet considers the strength and 
tactics of business, farmers, and labor in seeking to influence gov¬ 
ernment. 


LESSON 



THE ANTITRUST LAWS 


Origins of 'Trust-busting” 

The traditional attitude in this country has been to oppose the growth 
of monopolistic businesses. The appearance of monopoly in the Amer¬ 
ican business world, in the latter part of the nineteenth century, had the 
effect of destroying the very competition whose workings justified a 
policy of laissez-faire, or noninterference by government. The govern¬ 
ment therefore had to intervene, in order to reestablish competition 
where it had been stifled, and to prevent its disappearance where that 
was the danger. This attempt by the government to prevent the growth 
of monopoly and to restore competition where it has disappeared has 
often been termed trust-busting; and antimonopoly laws are often re¬ 
ferred to as “antitrust laws.” The term is derived from a form of com¬ 
bination used in the 1880’s, the trust, which came to symbolize all 
forms of monopolistic business organization. 

The movement for legal control of big business began in the farming 
states. The farmers, facing depressed prices for farm products after the 
War Between the States, and feeling the pinch of monopoly tactics in 
their dealings with the railroads, formed local “granges,” organized na¬ 
tionally under the name of the “Patrons of Husbandry.” This organiza¬ 
tion, founded to accomplish farm aims by political action, is also known 
as the “Granger Movement.” The farmers succeeded in getting state 
legislatures to pass statutes, referred to as “Granger Laws,” which at- 



320 Big Business and Public Control [Unit/ 

tempted to control and regulate big business, particularly the railroads. 
The right of a state to pass such laws was challenged in the courts. In 
1876, in the case of Munn vs. Illinois, the Supreme Court ruled that a 
law of the State of Illinois, fixing rates for the storage of grain in ware¬ 
houses, was valid. However, in 1886, in the case of the Wabash Rail¬ 
road vs. Illinois, it was held that the fixing of railroad rates by a state 
was not constitutional, since the regulation of interstate commerce is 
a power of the federal Congress. Hence, the inadequacy of state legis¬ 
lation was made clear, and attention was focused on the need for a 
federal statute. The growing political power of industry, the increasing 
concentration in its wealth and economic power, fear of the expanding 
power of “Wall Street” and of its control over credit, and the rise of 
organized labor in the cities created political sentiment hostile to big 
business and favorable to federal action. 

The Interstate Commerce Act of 1887 

This law, providing for federal regulation of interstate railroads, is 
not usually included in the list of antitrust or antimonopoly laws. How¬ 
ever, because it deals with monopolistic practices of railroads and was 
the first law for federal regulation of a big business, it deserves to be so 
included. 

The law forbade practices (such as pooling, rebates, etc.) which re¬ 
duced competition or discriminated among shippers. It provided for 
the public posting of railroad rates. The Interstate Commerce Com¬ 
mission was established to administer the law, to press charges of 
\ iolation in the courts, and in general to regulate the railroads. The act, 
in setting up a federal commission or administrative agency, set a 
pattern which has since been followed in many other cases of govern¬ 
ment regulation. 

Through many amendments, through the interpretations of the 
courts, and through the setting up of administrative procedures, the 
powers of the Interstate Commerce Commission have been expanded 
so that express companies, bus and trucking companies, and pipe lines 
in interstate commerce are also subject to its administration. The com¬ 
panies in these fields are regulated by the Commission with regard to 
rates, services, and financial operations. (See Lesson 43.) 


The Sherman Antitrust Act of 1890 

The Interstate Commerce Act oflFered no solution for the problem 
created by the growth of big business in fields other than the railroads. 
In 1890, the Sherman Antitrust Act was passed to curb monopoly in the 
business world as a whole. 
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The Sherman Act declared that “Every contract, combination in the 
form of trust or otherwise, or conspiracy in restraint of trade is hereby 
declared to be illegal.” Business firms were thus forbidden to act in any 
way which would have the effect of reducing competition. Violators 
could be punished as criminal offenders by fines and prison terms. In 
addition, each person suffering loss from monopolistic tactics could 
claim damages equal to three times his actual losses. It was hoped that 
this would encourage business rivals to report violations of the law to 
the Department of Justice, which was given the task of preparing evi¬ 
dence, instituting actions, and prosecuting the cases. Any firm found 
violating the law could be ordered to refrain from continuing the illegal 
acts, and combinations in restraint of trade could be ordered dissolved. 

The law was so general that its enforc ement depended to a large ex¬ 
tent upon the interpretation of the law by the courts. Much to the dis¬ 
appointment of the anti-big-biisiness groups, the courts tended to limit 
the application of the law. Many contracts and combinations which 
were alleged by the Department of Justice to be illegal restraints of 
trade were upheld by the courts as legal. Finally, in 1911, the Supreme 
Court announced the rule of reason, to the eflFect that a restraint of 
trade was illegal only if it was an unreasonable restraint of trade. This 
ruling was made in connection with two famous antitrust cases, in 
which the Standard Oil Company and the American Tobacco Company 
were declared to be illegal monopolies. The decisions in these two cases 
seemed to be offset by the establishment of the rule of reason. In later 
years this rule was used a number of times to block attempts by the 
government to curb what seemed to be monopolistic combinations and 
practices, for example, in the steel and shoe-machinery industries. The 
Supreme Court took the position that bigness was not in itself proof of 
monopoly. The burden was placed upon the government to convince 
the courts in each case that the big business was engaged in specific 
monopolistic actions. 

On the other hand, the law was broadly interpreted by the courts to 
apply to labor unions. In 1895, a strike against the Pullman Company 
was declared a conspiracy in restraint of trade, and an injunction, or 
court order, was issued commanding the end of the strike. In 1908, in 
the well-known Danbury Hatters’ case, the law was used by hat manu¬ 
facturers to collect about $300,000 in triple damages from the union. 

The indefiniteness of the Sherman Act and the rule of reason, the 
failure of the law to check the growth of big business and monopoly 
practices, and the use of the law against labor unions created a demand 
for improvement of the law. Two events in 1912 stimulated the move¬ 
ment. A Congressional committee, the Pujo Committee, publicized the 
extent to which big business had grown anil the vast amount of inter- 
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locking with banking firms. At the same time, Woodrow Wilson, whose 
philosophy of the “New Freedom” included belief in vigorous competi¬ 
tion, was elected President. Two years later, in 1914, the Clayton Anti¬ 
trust Act and the Federal Trade Commission Act were passed. 

The Clayton Antitrust Act of 1914 

The chief aim of the Clayton Act was to strengthen the Sherman Act 
by stating more specifically which actions were illegal. It declared tie-in 
sales contracts and price discrimination to be illegal when the eflFect 
was to lessen competition. It forbade interlocking directorates in bank¬ 
ing corporations with more than a specified capital. It attempted to con¬ 
trol mergers by forbidding the acquisition of one corporation by an¬ 
other through stock purchases, if the effect was to lessen competition. It 
declared that farm cooperatives and labor unions were not to be con¬ 
sidered as illegal combinations under the Sherman Act. It placed certain 
limitations on the use of the injunction in labor disputes. 

Although the new law was more specific than the Sherman Act, it 
had so many exceptions and conditions attached to every provision that 
it provided no real clarification of the problem. Price discrimination 
was illegal only where the eflFect would be “to substantially lessen com¬ 
petition or tend to create a monopoly.” Quantity discounts, as a form of 
price discrimination, were exempted; it was not until 1936, in the 
Robinson-Patman Act, that this exemption was narrowed down to cases 
where the seller could prove an actual saving in cost resulting from the 
quantity discount oflFered. The Clayton Act did little to discourage the 
merger movement, since mergers could be accomplished by the pur¬ 
chase of the assets just as well as by the purchase of stock. The in¬ 
creased number of mergers in the decade following the passage of the 
law is clearly shown in the graph which follows, at the top of page 323. 
Moreover, there was no statement to oflFset the eflFect of the rule of 
reason. Thus the reasonableness of a combination could still constitute 
a defense against charges of monopoly. In general, the requirement that 
in order to be considered illegal, the specific acts listed must have the 
eflFect of “substantially lessening competition” made the law almost as 
vague as the Sherman Act. 

The exemption of labor unions from the Sherman Act did not prevent 
the courts from continuing to use the antitrust laws against labor. Many 
judges interpreted the exemption to mean that while the mere fact of 
organizing a union could no longer be called a conspiracy in restraint 
of trade, the specific actions of labor unions could be so regarded. The 
injunction could still be used in labor disputes, where the facts could be 
interpreted to make out a case of “irreparable damage” to employers if 
an injunction should be refused. 
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When expansion increases profit possibilities, mergers have tended to multi¬ 
ply. Note the rise from 1923 to 1930, and again during the 1940’s. The 
Clayton Act of 1914 did not end the merger movement. (Data from TNEC 
and U.S. Dept, of Commerce; chart from Business Week, March 22, 1947) 


The Federal Trade Commission Act of 1914 

This law declared that “unfair methods in competition” were illegal, 
and established a commission to prevent them from occurring. The law 
did not list any specific examples of unfair competition. Except for the 
declaration in the Clayton Act that tie-in sales contracts and price dis¬ 
crimination were illegal, it was left for the Federal Trade Commission 
to determine what was fair and unfair. Although the Commission is an 
administrative agency and part of the executive branch of government, 
it acts to a large extent like a court. Thus, for the most part, the Federal 
Trade Commission hears evidence, calls witnesses, and if it reaches a 
decision that unfair competition is involved, issues a cease-and-desist 
order, which orders the offender to stop the practices. If the order is 
not obeyed, the Commission may get a court order; failure to obey then 
means punishment for contempt of court. A business firm which has re¬ 
ceived a cease-and-desist order has the right to appeal to the federal 
courts. 
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The expectation was that the actions of the FTC would be directed 
against the monopolistic practices of large businesses. This has not al- 
wa\ s been the case, for cease-and-desist orders ha\'e also been used 
against small businesses. In recent years the Commission has sought to 
eliminate some supposedly unfair practices by holding trade-practice 
conferences among businessmen in an industry, for the purpose of get¬ 
ting these businessmen to adopt voluntary agreements about fair meth¬ 
ods of competition. 

Responsibility for instituting and carrying on suits against monop¬ 
olies was left in the hands of the Department of Justice. However, the 
Federal Trade Commission was given the power to make investigations 
and to require reports from business firms, and was made an agent of 
the Justice Department in gathering evidence. Its investigations and 
reports have been the source of much of our knowledge about business 
relationships and monopoly practices. 

The Effects of Antitrust Legislation 

In 1938, nearly fifh^ years after the passage of the Sherman Act, 
Congress established the Temporary National Economic Committee 
(TNEC), to investigate the effects of “concentration of economic 
power.” This action was an admission by the government that the aims 
of the antitrust laws had not been realized. Several reasons have been 
given to explain the limited effectiveness of these laws. 

A primary weakness of the antitrust laws, and generally of laws regu¬ 
lating economic activities, is the difficulty of writing a law which is 
neither too vague nor too specific. When the law is written in general 
terms, as was the Sherman Act, enforcement has depended upon the 
interpretation of the law by the courts. The naming of specific practices 
to be regarded as illegal, as in the Clayton Act, led business firms to 
work out monopolistic techniques which were not named in the law. (It 
is interesting to note that similar difficulties arose in the attempt to de¬ 
velop an eflFective price-control system during World War II.) The 
effectiveness of such laws depends ultimately on the skill and vigor of 
the go\ ernment in enforcing the law, and on the attitude of the public 
toward the law. 

The enforcement of the antitrust laws has varied according to changes 
in office. The prosecution of antitrust cases is in the hands of the De¬ 
partment of Justice, headed by the Attorney General, a member of the 
President’s cabinet. Much depends, therefore, upon who the Attorney 
General may be, and particularly upon who the Assistant Attorney Gen¬ 
eral in charge of the antitrust division may be. Much depends also 
upon the amount of funds made available for the work of the antitrust 
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division. Not until 1940 did the annual appropriation for antitrust en¬ 
forcement reach one million dollars. The number of attorneys engaged 
in antitrust work has never been sufficient.^ 

It has been stated that laws are "a broad sheet of paper whereon 
judges might freely write.” This has undoubtedly been true in the case 
of the antitrust laws. The broad generalities in the laws made the judi¬ 
cial interpretations often of greater importance than the laws them¬ 
selves. 

Business firms accused of monopoly have had the money with which 
to hire the best legal talent in the country. Many cases have dragged 
on for years, so that the decisions come too late to have any important 
effect. Often, by the time the case has been ended, new monopolistic 
methods have been worked on! to replace the ones complained about. 
A further difficulty is that antib ust cases often involve complex eco¬ 
nomic questions which it is difficult to decide on a purely legal basis. 

These handicaps to effective antitrust action are reflected in the fig¬ 
ures of actual accomplishment. From 1891 to 1940 between 500 and 600 
cases were instituted; an average of only 10 to 11 per year. In over 50 
of the cases, about 10 percent, the defendant was a labor union. In the 
100 cases in which fines were involved, the total was about 3/2 million 
dollars, or an average of only $35,000 per case. In 26 cases—half of 
them involving labor unions—there were sentences of imprisonment; 
in no case was the sentence longer than 2 years. In many of the cases 
civil, rather than criminal, charges have been brought. Often, in civil 
actions, the accused company agreed, before decision was rendered, to 
cease its actions, and entered into a “consent decree,” which a\ oided 
further legal action. 

It has been pointed out that, in view of the difficulties, the results of 
the government’s antitrust work have been relatixely good. This is 
especially true if we keep in mind that there has never been general 
agreement as to how far our antitrust policy should go. Lesson 40 
described the National Industrial Recovery Act, which was a tem¬ 
porary modification of the government’s official attitude toward re¬ 
ducing competition. The Miller-Tydings Act, amending the Sherman 
Antitrust Act to permit activities the courts had previously held illegal, 
was another evidence of attitudes opposing excessive competition. The 
antitrust laws, however, have become a part of the American way of 
life, a symbol of our desire to preserve this country as a land of free 
enterprise and opportunity for all. 


^ Walton Hamilton and Irene Till, Antitrust in Action, TNEC Monograph Xo. 
16, Government Printing Office, 1941, pp. 23~26, and Appendices, p. 121 ft. 
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Exercises and Activities 
I Dictionary of Economic Terms 

cease-and-desist order restraint of trade 

injunction rule of reason 

laissez-faire trustbusting 

II Questions and Problems 

1) Identify the connection of each of the following with the antitrust 
movement: (a) Wabash R.R. vs. Illinois, (b) Munn vs. Illinois, 
(c) Granger Movement, (d) Interstate Commerce Act, (e) U.S. 
Steel case, (f) Standard Oil case, (g) Danbury Hatters’ Case, (h) 
the New Freedom, (i) Department of Justice, (j) TNEC, (k) con¬ 
sent decree, (1) trade-practice conferences, (m) administrative 
agency. 

2) (a) List the chief antitrust acts, (b) What was their general aim? 

3) (a) Why were the farmers most active in demanding antitrust legis¬ 
lation? (b) Why was state legislation unable to meet the problem? 

4) Explain how the decisions in Munn vs. Illinois and Wabash R.R. vs. 
Illinois were related to the passage of the Interstate Commerce Act. 

5) (a) How did the proxisions and procedures under the Interstate 
Commerce Act of 1887 differ from those of the Sherman Antitrust 
Act of 1890? (b) What justification is there for saying that the In¬ 
terstate Commerce Act was an anti-monopoly law? 

6) (a) State the provisions of the Sherman Antitrust Act. (b) Which 
features of the law made it difficult for it to be effective? 

7) (a) What new features did the Clayton Antitrust Act add to the 
Sherman Act? (b) In what way did these additions attempt to meet 
the criticisms of the Sherman Act? 

8) (a) How did the Federal Trade Commission Act strengthen the anti¬ 
trust legislation? (b) How does the work of the Federal Trade Com¬ 
mission differ from that of the Interstate Commerce Commission? 

9) The question has been debated as to whether the weakness of the 
antitrust acts was more the result of the law itself or of inadequate 
enforcement, (a) In what ways was the law itself weak? (b) In what 
ways was enforcement inadequate? 

10) Some have argued that no antitrust law and no enforcement could 
be effective because big business was a necessary result of modern 
economic conditions. Discuss this point of view, giving arguments 
on both sides. 

11) The graph in this lesson aims at showing that the Clayton Act did 
not prevent the growth of mergers, (a) Explain how the graph 
proves this, (b) Why did the merger movement grow? 

Ill Things To Do 

1) Use your history textbook to prepare a report to the class on one of 
the following: (a) the Granger Movement, (b) Wilsons New Free- 
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dom, (c) the Role of Theodore Roosevelt in trustbusting, (d) legis¬ 
lation expanding the powers of the Interstate Commerce Commis¬ 
sion, (e) the Wheeler-Lea Act and the Federal Trade Commission, 

(f) the Work of Thurman Arnold and Wendell Berge as trustbusters, 

(g) labor unions and the antitrust laws. 

2) Read 

(a) The references at the end of Lesson 36. 

(b) Cartels, Challenge to a Free World, by Wendell Berge (Public 
Affairs Press, 1944). 


LESSON 



PUBLIC UTILITIES 


The Meaning of ‘'Public Utility” 

When there is an interruption in the work of the railroads, we are 
suddenly and dramatically reminded of the extent to which the public 
needs transportation services. There are many examples of industries 
producing goods and services which are vital and indispensable to 
public health and comfort. Some of these industries have been legally 
declared to be affected with a public interest; that is, they have been 
decreed to be so vital to the public welfare, that they are subjected to a 
greater than usual degree of government regulation. We call such an 
industry or firm a public utility. Examples of public utilities are the 
industries supplying gas, electricity, communications services (tele¬ 
graph, telephone, radio broadcasting, television), water, and transpor¬ 
tation services (railroads, buses, trucks, internal waterways, pipe lines, 
air lines). 

Not all industries producing vital goods or services are classified as 
public utilities. For example, it can be argued that milk is more impor¬ 
tant to the nation’s health than oil pipe lines. Yet the latter are a public 
utility, while milk production is not. More economic suffering and incon¬ 
venience may be caused by coal strikes than by telephone strikes. How¬ 
ever, the coal industry is not a public utility, while telephone service is. 
We leave to determination by our legislative bodies whether or not an 
industry is officially defined as affected with a public interest and is 
therefore a public utility. Whatever individuals may think, and no mat¬ 
ter how excellent the reasoning may be, it is only when those indi¬ 
viduals can prevail upon their legislatures to declare an industry to be a 
public utility, that it may become so. As a matter of fact, the courts 
have often had the last word on the question. In some cases the courts 
have overruled the attempt by a legislature to declare a particular in- 
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dustry a public utility. The reason given by a court has been that it was 
not convinced that the danger to the public welfare was great enough 
to justify placing the industry under public regulation. In such cases, 
the courts have held, public regulation would confiscate private prop- 
ert\' without due process of law, in violation of the Fifth and Four¬ 
teenth Amendments to the federal Constitution. 

Public utilities are subject to a particular kind or pattern of regula¬ 
tion, which will be described later. It is possible, however, for an in¬ 
dustry to be regulated by the government without being declared a 
public utility. The bituminous coal industry, for example, was regulated 
by the industry through its own National Bituminous Coal Commission, 
in order to avoid cutthroat competition. This it was pennitted to do by 
the GuflFey-Snyder Act. The milk industry is regulated in many ways by 
the states in order to protect public health. All industries, in fact, are 
regulated in a variety of ways. In the case of public utilities, however, 
the regulation is more far-reaching and more directly in the public in¬ 
terest. 

Natural Monopoly 

Since many vital industries have not been declared public utilities, 
there are clearly other factors than vital importance which must be 
considered. One factor is that in some industries public assistance is 
needed to get the industry started and to enable it to operate. To start 
a railroad, canal, pipe line, telephone company, or similar business, it is 
necessary to lay tracks, pipes, or wires, and to use public or private 
land, which is not the property of the business firm. Such a privilege 
is called a right of way. Businesses cannot get the rights of way they 
need without assistance from the government. Sometimes the need for 
enterprises of this kind is so great and the capital requirements so 
hea\y, that the government will assist with financial aid or land grants. 
The railroads, for example, received millions of acres of land from the 
public domain; and the development of air lines has been partly 
financed through subsidies, that is, money payments. Thus the relations 
of such businesses and government are close from their beginning and 
government supervision of operations may be a consequence. 

More important is the fact that in some industries it is to the ad¬ 
vantage of the public to have monopoly. Two or more telephone com¬ 
panies, trolley lines, or power companies in the same area would make 
for public inconvenience. The duplication of wires, pipes, street open¬ 
ings, and tracks and trolleys could easily become a tremendous nuisance 
to the public. When two telephone companies operated in Philadelphia, 
each subscriber had to have two telephones to get complete service. In 
such cases the public convenience makes monopoly desirable. 

Duplication of facilities in some fields would bring a more serious 
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conseciiience than inconvenience: it would mean greater cost. The cap¬ 
ital investment in the power, transportation, and communication in¬ 
dustries is very great. Overhead costs tend to make up a very large pro¬ 
portion of total costs. Therefore, the greater the number of customers, 
the lower the cost per customer becomes. If only one company is per¬ 
mitted to serve an area, it is possible for it to spread its overhead costs 
very thin and to give the benefit of lower cost per unit. If several com¬ 
panies, duplicating plant facilities, were to compete, the total overhead 
cost would be greater in proportion to the number of customers served. 
Competition would tend to increase, not decrease, the cost of these 
services. Monopoly is therefore <lesirable in these industries, provided 
there is regulation by the government to protect the public. 

For the reasons mentioned, s.ich industries are referred to as natural 
monopolies. By a natural monopoly we mean an industry in which mo¬ 
nopoly is clearly beneficial and competition clearly wasteful, because 
of the nature of the product and the production processes involved.^ A 
natural monopoly becomes a legal monopoly when the government 
grants a franchise; this is a grant by the government of exclusive privi¬ 
leges of operation within a specified area, provided that the firm sup¬ 
plies specified services. Thus, the franchise itself may require certain 
minimum standards of service. In addition, the firm may be subject to 
the specific laws of the state, federal government, or local community 
regulating public utilities. Thus, a railroad crossing state borders, in 
addition to being regulated by the Interstate Commerce Commission, is 
subject to the obligations set forth under franchises, granted by the 
states and municipalities, pertaining to terminals and rights of way. 

Although the existence of natural monopoly may be an overpowering 
factor in declaring industries to be public utilities, not all public utili¬ 
ties are monopolies. Thus there is competition within each type of 
transportation—railroads, air lines, trucks—and the various means of 
transportation compete with each other. Were the milk industry to be 
declared a public utility, it would not necessarily mean that the field 
of milk production and distribution in a given city would have to be 
turned over to a single, monopolistic company. It would mean that hav¬ 
ing been declared “to be affected with a public interest,” the industry 
would be subjected to government regulation as a public utility. 

The Pattern of Public-Utility Regulation 

The laws creating and regulating public utilities, although varying 
in detail, follow a similar pattern. Generally a commission—a board 
consisting of a few men appointed by the President or by the governor 
of the state—is created to control the industry within the provisions of 

^ Natural monopoly is also used to describe monopoly based on possession of 
scarce natural resources, as in the cases of sulphur and diamonds. 



330 


Big Business and Public Control [Unit 7 

the laws. Thus, in the federal government, the Interstate Commerce 
Commission controls interstate railroads, pipe lines, bus and trucking 
firms, and barges and ships on internal waterways. The Federal Com¬ 
munications Commission regulates interstate telephone, telegraph, ra¬ 
dio, and television companies. The Federal Power Commission regu¬ 
lates electric-power companies which transmit electricity across state 
Hnes, and controls power sites on rivers under federal control. The Civil 
Aeronautics Administration controls air transportation. In the states 



CAA photo 


The Civil Aeronautics Administration is a federal commission regulating inter¬ 
state air transportation. An aviation safety agent is shown in his routine task 
of inspecting aircraft for airworthiness. 

the regulation of all intrastate public utilities is usually combined under 
one commission usually called a public-service commission. 

The degree of control that a commission may exercise is set forth in 
the law which it administers, and the law is interpreted by the courts 
in deciding controversies which reach the courts. Generally, the scope 
of regulation by a commission over a public utility includes the fol¬ 
lowing: 
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1. To determine what are fair and reasonable rates for the different types 
of service offered, consistent with fair and reasonable profits as defined by 
the law. 

2. To specify uniform methods of keeping books and figuring costs as a 
means of determining what are reasonable rates and profits. 

3. To specify uniform methods of computing the amounts invested in the 
business, since ‘^reasonable profits” are related to investment. 

4. To supervise the quality of the service rendered and to set minimum 
standards of performance. 

5. To approve or disapprove plans for raising funds through the sale of 
stocks or bonds. 


Problems of Commission Control 

For a number of reasons, couirol of p iblic utilities by commissions 
has been difficult. One pr^'^blem has been to decide what a reasonable 
profit is for a public utility. When times are good for business in gen¬ 
eral, profits of 6 percent on investment may be unreasonably low; 
when times are bad, profits of 6 percent may seem unreasonably high. 
It is also hard to figure the investment on which the reasonable rate of 
profit will be allowed. To determine whether a firm is making a reason¬ 
able rate of profit, the amount of profit has to be compared with the in¬ 
vestment (net worth). Since the net worth is the difference between 
assets and outside liabilities (see Lesson 27), it is necessary to have pre¬ 
cise measurement of the value of the assets. In the case of many public 
utilities, this measurement is difficult because a large proportion of the 
assets are fixed assets—plant and equipment. Should these assets be 
considered to be worth what they were when purchased {original cost), 
or should they be counted as worth what it would cost to construct them 
at the time the rates are being figured {reproduction cost)? If they are 
to be figured at the original cost, how much should be charged for de¬ 
preciation? A further complication arises from the fact that cost per 
unit varies with changes of output. Since there are different classifica¬ 
tions of ser\’ice, with varying amounts of competition in each, how shall 
rates be differentiated for these classifications? For example, what rates 
shall be charged to industrial consumers of electricity, and what rates to 
home users? On the railroads, what rates should be charged for freight 
from each coal field, since equal rates for all fields would give an ad¬ 
vantage to producers nearer the market? 

These are extremely complicated questions with far-reaching eco¬ 
nomic effects. The commissions, in grappling with these problems, are 
subject to pressures from consumers who want low rates and high- 
quality services, from utility companies who wish to select a price 
policy that will yield a high profit on investment, and from other in¬ 
dustries whose own costs and competitive situation are affected by 
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what they pay for transportation, power, communication, and other 
goods and seiwices produced by utility companies. 

Another difficulty in commission control arises from the fact that the 
government has not paid commissioners and commission experts as 
much as the utility companies hav^e been able to pay their own experts. 
The result has been that many of the best legal and business talents 
have been attracted to private rather than to public employment. It is 
a common occurrence for attorneys and accountants employed b\' regu¬ 
latory commissions to leave, after a period of apprenticeship in public 
employment, for the better-paying positions offered by public-utility 
corporations. 

Regulation of utilities by public commissions is a slow process be¬ 
cause the decisions of the commissions are subject to review by the 
courts. Cases involving rate changes have often lasted many months, 
even sev^eral years. The courts hav e been cautious in granting to public- 
serv'ice commissions powers which the commissions claimed were 
needed to make public-utility regulation genuinely effective. Commis¬ 
sion decisions have often been set aside by the courts on the grounds 
that they constituted confiscation of property without due process of 
law. 

The conflict in powers of regulation between state and federal gov¬ 
ernment has also hindered public-utility regulation. The control over 
interstate commerce is a power of the federal government; the control 
over intrastate commerce is a power reserv ed to the states. Thus there 
has been an overlapping of federal and state control, especially with re¬ 
gard to power companies. The policies of the federal and state bodies 
have not always fitted together. 

Financial control of public-utility corporations, organized in compli¬ 
cated holding-company structures throughout the nation, was partic¬ 
ularly difficult under state laws. A federal law, the Wheeler-Rayburn 
Act of 1935 (also called the Public Utility Holding Company Act) at¬ 
tempted to remedy this situation by prohibiting holding companies in 
interstate commerce from being too remotely connected with their op¬ 
erating companies. 

Despite all these difficulties, however, there has been a gradual de¬ 
velopment of experience and law pertaining to the work of commissions 
regulating public utilities. There seems to be little doubt that commis¬ 
sion control over rates and profits of public-utility corporations has been 
reasonably effective. 

The Publicly Owned “Yardstick” 

As has already been explained, the major problem faced by commis¬ 
sions in determining rates is the difficulty of agreeing with the public 
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utility as to the value of the investment and as to costs of production, or 
net worth. One method proposed to meet this problem, in the field of 
electric power and light particularly, is that of the publicly owned 
yardstick plant. A yardstick plant is a plant operated by the govern¬ 
ment in order to get a measuring rod by which to judge costs in the 
plants of a public utility. Opponents maintain that the tax advantage of 
the publicly owned plant would make it an unfair standard for private 
costs. Its advocates claim that it is possible to allow in the government 
figures for the taxes which the private companies have to pay. 


Exercises and Activities 
I Diction ary of Economic Terms 

franchise public service commission 

legal monopoly public utility 

natural monopoly right of way 

yardstick 

II Questions and Problems 

1) Identify the connection of each of the following with public utilities: 
(a) affected with a public interest, (b) Interstate Commerce Com¬ 
mission, (c) Federal Power Commission, (d) Federal Communica¬ 
tions Commission, (e) reasonable profits, (f) original and reproduc¬ 
tion costs, (g) Public Utility Holding Company Act of 1935 (Whee- 
ler-Rayburn Act). 

2) Explain why it is considered desirable to define certain industries as 
“public utilities.” 

3) List and explain briefly three chief functions of a public-service com¬ 
mission regulating a public utility. 

4) State briefly and explain three difficulties faced by commissions in 
regulating public utilities in the public interest. 

5) (a) What is meant by a “yardstick”? (b) How might the TVA be 
used as a yardstick for electric power rates? (See page 337.) 

6) From what you have learned about public utilities, would you judge 
that their stocks and bonds would be more or less seciu’e for invest¬ 
ment than the stocks and bonds of ordinary corporations? Explain. 

7) What are the chief difficulties in fixing a reasonable profit and reason¬ 
able rates to be charged by utility co?npanies? 

8) (a) List the public utility companies which serve your home (or 
community), (b) Bring in bills received from these companies. What 
e\’idence is there on the bill that the industry is regulated? 

9) Some trucks carry license plates labeled “ICC” and “PSC as well 
as the plates of the regular commercial vehicles. Explain. 
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III Things To Do 

1) Using an American history textbook as reference, report on one of 
the following: (a) Legislation developing the powers of the Inter¬ 
state Commerce Commission; (b) The role of the Granger Move¬ 
ment in bringing about public utility regulation; (c) The controversy 
over the establishment of the TVA. 

2) Write to the Public Service Commission of your state, asking for 
literature describing its activities. Report to the class. 

3) Interview the manager of a local public utility about the current ef¬ 
fects of government regulation. To what extent would a consumer's 
organization agree with the opinions expressed? 

4) Read and report on parts of Public Control of Business by Keezer and 
May. 


LESSON 



GOVERNMENT AND 
BUSIN ESS 


The Dilemma Facing the American Public 

The American people have found it difficult to decide their attitude 
toward the growth of big business. They wonder, first of all, whether 
this growth is inevitable or whether it can be checked. If it can be 
checked, should it be? There is widespread concern about the concen¬ 
tration of so much power in the hands of giant, monopolistic corpora¬ 
tions, also about the disastrous effects which can result from unre¬ 
stricted competition. Yet the attempt to control the two extremes, 
unrestricted monopoly and unrestricted competition, introduces another 
factor which upsets the traditions of the American business world: gov¬ 
ernment control. There seems to be a triple threat—too much monop¬ 
oly, too much competition, too much government control. How to avoid 
all of these threats is the problem. 

The problems of competition and monopoly, and some of the meth¬ 
ods used to meet these problems, have already been described in pre¬ 
vious lessons. The approaches which have already been taken and 
which may be taken in the future, can be summarized under five head¬ 
ings: (1) aiding small business; (2) encouraging self-regulation by 
industry; (3) checking the growth of monopoly; (4) extending the 
definition of “public utility” to include more industries; (5) increasing 
government ownership and operation. 


Aiding Small Business 

The government has striven to offset the strength of big business by 
offering special assistance to small business. The Department of Com¬ 
merce of the federal government and similar state agencies have given 
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education and advice to small businessmen in the form of pamphlets 
explaining how to organize and operate small businesses, and reports 
on those fields in which the opportunities for small business are greatest. 
Small businessmen have also been given some preferential treatment in 
the taxes on business incomes. They have also been aided, in some 
states, by taxes on chain stores. Such laws as the Robinson-Patman Act 
and the Miller-Tydings Act have made it more difficult for large busi¬ 
nesses to undersell the small ones—^at least, that has been the intention 
of such laws. Steps have been taken toward setting up for small busi¬ 
nessmen a special system of government credit, which would provide 
them with capital, just as has already been done for the farmers of this 
country. An indirect way of helping small business may be an improved 
enforcement of the antitrust laws. 

Encouraging Self-Regulation by Industry 

The National Industrial Recovery Act of 1933, described in Lesson 40, 
was an attempt to set up a nation-wide system of industrial codes of 
fair competition. Each industry was to operate under a code, approved 
by the government, which would strike a balance between the extremes 
of competition and monopoly. The system lasted only two years and 
was in many ways a failure. Moreover, since the 1930’s, the Federal 
Trade Commission has supervised the establishment of codes of fair 
practices in many industries, as a way of eliminating unfair methods of 
competition. These codes are based on the theory that the enforcement 
of fair practices will make it easier for small businesses to survive. 

Checking the Growth of Monopoly 

In 1938, at the request of President Roosevelt, a joint committee of 
Congress and the executive branch of the government was created to 
study “the concentration of economic power in American industry and 
the effect of that concentration upon the decline of competition.” For 
more than two years this committee, the Temporary National Economic 
Committee (TNEC), made studies and held hearings regarding the 
workings of the whole economic system. The result was more than 
20,000 pages of testimony by leaders of industry, labor, consumer or¬ 
ganizations, economists, and other technical experts. There were over 
3000 technical exhibits and 43 monographs, or special studies, on par¬ 
ticular subjects prepared for the use of the committee. The combina¬ 
tion of hearings and monographs made available a tremendous library 
of economic data and opinions. 

The recommendations of the Committee dealt with specific amend¬ 
ments required to make antitrust enforcement more effective. The main¬ 
tenance of competition and the need for antitrust legislation was set 
forth as a goal. “It is generally agreed . . . that competition must be 
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maintained as the principle of our economy, for everyone seems to 
acknowledge that the alternative to competition is some fonu of con¬ 
centrated government authority which might easily destroy democracy. 
. . . The extended study of the concentration of economic power made 
by this committee leads inevitably to recommendations to strengthen 
the antitnist laws. No hope of preventing the increase of evils directly 
attributable to monopoly is possible, no prospect of enforcing and 
maintaining a free economic system under democratic auspices is in 
view, unless our eflForts are redoubled to cope with giant corporations 
of capital which have become so dominant in our economic life.”^ 

Specifically, the recommendations urged more liberal financing of 
antitrust activities; requiring trade associations to register; repeal of the 
Miller-Tydings Act and of fair-trade laws; strengthening the provisions 
of the Clayton Act to discourage mergers; outlawing holding companies 
as a device for combination; revising patent procedures to make monop¬ 
oly through patents less likely; and uniform federal chartering of cor¬ 
porations. 

The Committee did a tremendous job in gathering and evaluating 
data, but its recommendations were not drastically different from those 
that had been made before. The coming of war with its urgent prob¬ 
lems of production, and thf.‘ postwar problems of recon\’ersion put the 
report’s recommendations temporarily out of public mind. 

Extending the Definition of “Public Utilit\” 

Lesson 43 explained the nature of regulation existing in industries 
affected with a public interest. It has been suggested that the definition 
of “public utility” be applied to any industry of key importance, such 
as milk or coal or others in which there is either too much competition 
or too much monopoly. Where there is cutthroat competition, the pur¬ 
pose of regulation would be to eliminate the substandard wage condi¬ 
tions, the unfair tactics, and the price-cutting policies; to stabilize the 
industry and improve its service to the public, while preserving private 
ownership and operation. Where the problem is monopoly, the purpose 
of regulation would be to control rates and services in order to prevent 
excessive charges to the public. Extending the public utility concept to 
more and more areas of the economy would obviously mean consider¬ 
able modification of the free enterprise system. 

Government Ownership and Operation 

In recent years there has been a growing tendency, in various parts 
of the world, to socialize industries; that is, to place industries under 


^ Final Report and Recommendations of the Temporary National Economic Com¬ 
mittee, March 13, 1941; pp. 25 and 35. 
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government ownership and operation. In the United States the belief in 
private enterprise has been too strong to permit a strong trend toward 
socialization. There have, however, been discussions of the possibility 
of socializing certain industries because of particular difficulties in those 
industries. During the 1930’s, for example, the railroads were in des¬ 
perate financial condition because of heavy debt and low earnings, 
partially as a result of increasing competition from automobiles, trucks, 
buses, and airplanes. Some people felt, therefore, that the railroads 
should be socialized and operated as a public service. Similar sugges¬ 
tions were made about the bituminous coal industry, which at that time 
faced cutthroat competition and substandard working conditions. More 
recently, when coal production was interrupted by labor troubles, and 
when steel supplies proved inadequate for the postwar needs of the 
countr\\ the suggestion wa^ renewed that these key industries be so¬ 
cialized, so that production, pri.-e, and labor policies could be publicly 
determined. 

Those who favor nationalization of these industries argue that it need 
not mean that the entire economic system must be socialized. They 
point out that there has always been some government ownership and 
operation. The post office and postal-sa\ ings banks have been run by 
the gox ernment without preventing private express companies and 
savings banks from operating. The federal government for years has 
administered our resources of helium, used as a gas in dirigibles. It has 
similarh* created a complete government monopoly of atomic energy 
and atomic-materials x^roduction. During World War II it operated 
many j^lants j^roducing war materials, and during World War I it 
tenq^orarily took over operation of the nation's railroads. In the Tennes¬ 
see \'alle\* the government ojDerates a vast p)roject in regional planning, 
soil conseiA’ation, reforestation, transportation improvement, and flood 
control. Similarly, the government carries on business as a large-scale 
producer of electric x^ower at the Hoo\'er Dam, Grand Coulee, Bonne¬ 
ville, and others. Thus, it is x^ointed out, government ownership has 
been resorted to on a limited basis to solve x^articular problems, without 
turning our system into one of complete socialism. 

The ownership of enterprises by local and state governments is also 
common. Toll roads, bridges, and tunnels operated by states are com¬ 
mon. The Holland Tunnel, George Washington Bridge, and other in¬ 
come-producing facilities of the Port of New York are operated by a 
special!)^ chartered corporation, the Port of New York Authority. An 
authority is a corporation which conducts an enterprise on behalf of 
a government. Many municipalities own and control their own power 
plants, subway and bus lines, and other such facilities. Housing proj¬ 
ects are also owned and operated by cities, states, and the federal gov¬ 
ernment. 
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Opponents of extending government ownership point out that gov¬ 
ernment ownership of part of an industry would soon lead to the disap¬ 
pearance of all private industry in that part of the economy. So inter¬ 
related are our major industries that even those industries remaining in 
private hands would be at the mercy of government industry and 
power. Gradually the area of government ownership would be extended 
until the entire economy would become government-dominated; social¬ 
ism and collectivism, rather than free enterprise and individualism, 
would become the order. The legal institutions of property and freedom 
of contract would lose all meaning. Political life, as well as economic 
life, would become controlled and planned. The incentives of private 
profit would be removed, progress would be slowed down, and bureau¬ 
cratic government ofiicials, holding position for political reasons rather 
than for reasons of eflBciency, would make production inefficient and 
static. If private monopoly is bad, the opponents argue, public mo¬ 
nopoly would be worse. 

More recently the problem has been summarized by a government 
agency, the Council of Economic Advisers, in these vv^ords: 

In a stable and expanding economy, there is room both for well-conducted 
big business (with its unique facilities for scientific and developmental ex¬ 
perimentation) and for small business with its display of indi\ idualism and 
self-reliance. Small business should be protected from any predatory practices 
by its larger neighbors, and all business should be protected against unfair 
competitive practices by units of any size. Yet the truth at least in part is 
that small business is threatened not primarily by big business but rather by 
big instabilities in the economy. When the economy attains full prosperity 
and is moving upward, small business in general does very well; but when 
the economy hits the toboggan many small businessmen are ruined not be¬ 
cause they are less efficient than big business but because they are weaker 
and have fewer sustaining resources. An economy that grows steadily, as our 
economy can, would provide manifold opportunities for small business .... 

We are still a long way from having completed the necessary rethinking 
of problems involving business size and practices. Much more w ork needs to 
be done. It should proceed in a spirit of fair objectivity toward business 
both large and small. ^ 


Exercises and Activities 
I Dictlonary of Economic Terms 
authority socialize 

Oouncil of Economic Advisers, Business and Governmentf Fourth Annual Re¬ 
port, December, 1949, pp. 10-11. 
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II Questions and Problems 

1) Explain what is meant by “the triple threat of too much competition, 
too much monopoly, too much government control.” 

2) List and explain in one sentence each of the five “channels of ap¬ 
proach” discussed in this lesson. 

3) List five means of giving special assistance to small business. 

4) State and explain two examples of “self-regulation by industry.” 

5) (a) Explain the aims of the TNEC investigation, (b) State and ex¬ 
plain briefly three of its recommendations, (c) The TNEC was cre¬ 
ated to study “the concentration of economic power.” Why did the 
investigation look into the organization and functioning of the entire 
economic system? 

6) (a) Explain how the creation of more public utilities might be an ap¬ 
proach to preventing both excessive competition and excessive mo¬ 
nopoly. (b) List arguments for and against such a proposal. 

7) In parallel columns list the advantages and disadvantages of extend¬ 
ing government ownership. 

Ill TfflNGs To Do 

1) There are many possibilities for good debate or forum topics. Pre¬ 
pare a list of five possible topics. From the topics presented in class 
select one, and organize a panel or forum discussion. 

2) A panel discussion, with five speakers, each taking the task of pre¬ 
senting arguments for one of the approaches discussed in the lesson, 
may be an interesting and useful review. 

3) Read Economic Roads for American Democracy by William P. Van 
Til (McGraw-Hill, 1947), which presents varying approaches to 
similar problems in interesting dialogue. 
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MONEY AND CREDIT 


LESSON 
The Functions of Money 

In some parts of the world, trading is still done by the barter method, 
by direct exchange of goods and services for other goods and services. 
Barter is a cumbersome method of trading. A dairy farmer, for example, 
has to find people who not only want milk and eggs, but have a 
surplus of just the things the dairy farmer wants. For this reason, civi¬ 
lized peoples have developed money systems for carrying on trade. 

Money is whatever is used in a community (1) as a medium of 
exchange, (2) as a standard of value, and (3) as a store of value. 

A medium of exchange is anything which the people of a community 
generally accept from one another in payment for goods and services. 
In the early ‘stages of a civilization, money is some commodity which is 
specially prized by the people of the community: wampum, seashells, 
cattle, tobacco, iron, silver, or gold. 




Chase National Bank Collection of Moneys of the World, N.Y. 


The left panel shows the huge stone money of the Island of Yap; the right 
panel shows some examples of shells and beads used as money. 
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As a standard of value, money is the unit of measurement of economic 
values. We measure length in terms of inches, feet, and yards; and 
weight in terms of pounds and tons; we have various units of measure¬ 
ment for heat, strength, and other physical characteristics. Our money 
system enables us to compare the economic exchange values of differ¬ 
ent things. A $10 hat has twice the exchange value of a $5 pair of 
shoes. 

Because money is a store of value, it can be saved for the future. It 
is not normally necessary for people to hoard goods for future use. 
Instead they can accumulate money in the form of cash, bank deposits, 
insurance, or investments, and then convert these savings into whatever 
goods and services they may desire at a particular time; they may even 
leave the savings for the use of future generations. 

Kinds of Money 

As civilizations have de\'eloped to a higher level, they have turned 
to metals as the basis of their money system. Metals are more durable 
than other commodities and can be easily shaped and stamped into 
coins. In modem times the mosL widely used metals have been gold and 
silver, because their relative scarcity and their beauty have given them 
a high value. For use as coins, gold and silver are more durable and 
uniform in quality than other metals.^ 

Gold and silver money proved inadequate, however, for the extensive 
trade of modem times. Money bags filled with gold and silver coins 
were romantic objects, but they were bulky, heavy, and easily stolen. 
At every transaction each coin had to be weighed and carefully ex¬ 
amined, to make sure that it was fully worth the value that was stamped 
on it, for counterfeiting and clipping of coins were common. More 
convenient methods had to be developed for making payments in large 
amounts and over long distances. 

During the I8th and I9th centuries the use of paper money, issued 
by banks and governments, became widespread in the more advanced 
parts of the world, especially in North America and Western Europe. 
To reassure the users of paper money, the governments and banks 
which issued the paper money made it convertible, or redeemable. They 
guaranteed that people could, at any time, exchange the paper money, 
at the banks or the government treasury, for gold or silver, at the legally 
fixed prices of these metals. The metal would be given out in the form 

^ In the United States, gold coins have not been used in ordinary transactions, 
because of inconvenience. Instead, the government issued gold certificates, paper 
money which represented the various sizes of gold coins, and which could be ex¬ 
changed for the gold coins at any bank. In 1933, the gold certificates (as well as 
gold coins) were withdrawn from circulation. 
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of specie —standard coins of gold or silver, or gold or silver bullion 
(refined metal, not made into coins). Sometimes the government en¬ 
couraged the circulation of the paper money by declaring it to be 
legal tender, that is, money which must be accepted by a creditor when 
offered by a debtor. Convertible paper money was more convenient 
than the coins or metals, and commanded the same respect and con¬ 
fidence as the coins and metals—as long as the banks and the govern¬ 
ment made good on their guarantee. 

The coins now used are mainly subsidiary money, or token coins, that 
is, coins which have a metallic content below the face value. The silver 
in a dime, for example, is worth no more than three or four cents. The 
reason for this practice is that in the eighteenth and nineteenth centu¬ 
ries, coins often disappeared from circulation. All coins then were stand¬ 
ard coins; that is, coins with a metallic value equal to the face value. 
If gold and silver became scarce, and the market price of these metals 
v/ent up, it was profitable to melt the coins and sell the metal. The 
business world would then lack an adequate amount of money with 
which to conduct its transactions, especially in retail business. To over¬ 
come this difficult\% our go\ ernment introduced the system of token 
coins. The coins from the penny to the half-dollar were manufactured 
with so low a metallic content that there was no further inducement to 
melt them. Since then we have had an ample supply of small change. 

The use of standard coins, such as the gold pieces which were avail¬ 
able in this country' before 1933, has virtually disappeared from the 
world. Since World War I, people everywhere have become accus¬ 
tomed to paper money, although gold and silver coins are still hoarded 
in the rural districts of Europe, Asia, and Africa. In monetary systems 
today gold and silver are used as monetary reserves —supplies of 
precious metals kept by the government as a guarantee of the soundness 
of the money system. The world-wide acceptability of American paper 
money, for example, is based not only on the universal confidence in 
the American economy, but to some extent also on the twenty-billion- 
dollar gold reserve which our government has accumulated. 

The most efficient method of payment which we have developed is 
the bank check, which is described in detail in Lesson 26. Checking 
accounts are often referred to as deposit money, or deposit currency. 
When Jones gives Smith a check for $100, Jones is handing $100 
of his bank deposit to Smith, in the same way that he might hand 
over a $100 bill. Making payments with checks puts bank deposits into 
circulation as part of the money system. There is one important differ¬ 
ence, however, between checks and the other kinds of money. Coins 
and paper money are issued by the government, or by the Federal Re¬ 
serve Banks under the authority of the federal government, and are 
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therefore accepted without question by everybody. Checks are accept¬ 
able only when the receiver of the check knows enough about the 
signer of the check to be fully confident that the check is good. Despite 
this limitation, bank deposits, circulating by means of checks, have be¬ 
come our most important medium of exchange. 

How Money Gets into Circulation 

One question often asked is this: How does cash money get into 
circulation? This question loses its mystery if we remember that money 
is not created for its own sake, but for use as a medium of exchange. 


KINDS OF MONEY IN CIRCULATION, APRIL, 1947 


KIND OF MONEY 


(millions of dollars) 




PAPER MONEY 

Federal Reserve Notes 

Denominations—$5. $10, $20 
and up to $10,000 

Silver Certificates 

Denominations—$1, $2, $5, $10 

Other Paper Money 

Denominations—$2, $5, $10 


$24 000 85% I 


SILVER 

CERTIFI¬ 

CATES 




Subsidiary silver (10*25-50 cents) 
Minor coins (1-5 cents) 


TOTAL MONEY IN CIRCULATION $28,200 


Chart by GRAPHICS INSTITUTE, N. Y. 


Almost all of the money in circulation is paper money, of which the largest 
part is Federal Reserve Notes issued by the twelve Federal Reserve Banks. 
Gold coins and certificates are not permitted to circulate. Silver certificates, 
issued by the government, provide lower denominations. (Data from Federal 

Reserve Board) 

Individuals need cash for making purchases, and stores have to keep 
money in their cash registers for making change. Business firms need 
cash for pa 5 Tolls and other payments. This money is secured from the 
banks. The more business being done in retail stores, and the bigger the 
payrolls of the business firms in the community, and the more money 
consumers are spending for various purposes, the larger the amount of 
money which will be drawn from the banks and kept in circulation. 
More money, for example, is needed in circulation on Fridays and 
Saturdays for payrolls and shopping, whereas less money is needed in 
the early part of the week. The amount of money in circulation in- 
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creases greatly during the Easter and Christmas seasons, and shrinks 
immediately after these seasons. 

Where do the banks get the money which they pay out to their cus¬ 
tomers? That depends on the money system of the country. In the 
United States there are several kinds of money. All coins—gold, silver, 
copper—are manufactured (minted) by the federal government, and 
are sold to the banks at their face value. The government also prints 
paper money known as ‘‘silver certificates” in denominations of $1, $2, 
$5, and $10. These bills are called silver certificates because for each 
dollar s worth of these certificates, the government keeps in its store¬ 
house a given amount of silver. These silver certificates are also sold to 
the banks by the government at their face value. 

As the chart opposite shows, more than four-fifths of the money used 
in this country consists of Federal Reserve Notes. These are bills in 
denominations of $5, $10, $20, and up to $10,000. They are issued by the 
Federal Reserve Banks, in accordance with the laws of the federal 
gov^ernment. When banks need cash for their customers, they make 
withdrawals from their accounts in the Federal Reserv e Banks, and get 
Federal Reserve Notes and other forms of money. 

Deposits and Credit Creation 

The most important kind of medium of exchange in circulation, 
however, consists of the checks drawn against bank deposits. Most 
deposits are surplus funds placed in the banks by business firms. But 
commercial banks can create, as well as accept, deposits. If a commer¬ 
cial bank were to act strictly as a middleman, it could not lend any 
more than it took in as cash deposits, plus what it had as original capi¬ 
tal. That, however, is not the case; a commercial bank is able to “manu¬ 
facture” credit by granting loans in excess of the cash on hand. 

How can a bank risk lending this cash if it may have to repay the 
depositor at a moment’s notice? If there were only one depositor, who 
made one large deposit, and might withdraw it all at once, lending 
the money to somebody else would be extiemely risky. But there are 
many depositors, and the banks know from long experience that they 
will not withdraw all their money at the same time. Ordinarily the 
withdrawals and deposits balance each other reasonably well. The 
bank, therefore, needs to keep only part of its cash on hand to meet 
the demands of its depositors. Experience has shown that, normally, 
a bank can take care of all depositors’ demands with 20 percent, or 
even less, of its cash on hand. The amount of cash kept on hand to 
meet liabilities to depositors is called the bank’s cash reserve, or simply 
its reserve. The percent of cash in relation to deposits is called the 
reserve ratio. 
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Here is a simple example. A bank has $1000 in cash, and owes $1500 
to its depositors. The bank decides that it needs a cash reserve of only 
20 percent, or $300; it is therefore free to lend any cash it has beyond 
that amount. You have learned previously that, when a commercial 
bank makes a loan, it generally does not give cash to the borrower. It 
credits the amount of the loan to the deposit account of the borrower 
(Lesson 26). Suppose that the bank were to lend the $700 of surplus 
cash. It would, in so doing, increase its deposit liabilities from $1500 to 
$2200. The bank would still have the $1000 in cash. At the moment of 
making the loan the reserve ratio of the bank would be: 

cash $1000 

If 20 percent is the minimum reserve ratio which is considered safe, the 
bank has more cash than it needs for its present deposits. It can obvi¬ 
ously lend more and expand its deposits further. Cash on hand is 
$1000; the proposed reserve ratio is 20 percent. Computation tells us 
that $1000 is 20 percent of $5000, which means that on the basis of 
$1000 cash, deposits can be built up, through loans, to $5000. 

This further increase of $2800 in deposits represents additional funds 
which borrowers can draw upon. This $2800 did not exist before the 
loans were made; it was ‘manufactured’" by the bank’s lending process. 
The commercial bank is thus increasing the amount of “money” (me¬ 
dium of exchange) in existence and in use. 


THE REQUIRED RESERVE RATIO SETS THE ROOF 



FOUNDATION MADE UP FOUNDATION MADE UP FOUNDATION MADE UP 

OF CASH RESERVE OF CASH RESERVE OF aSH RESERVE 


ON THE CREDIT STRUCTURE 


The “foundation” of the structure in the drawing shows the cash in reserve. 
The “first story” is the deposit liability resulting from accepting the cash de¬ 
posit. in the first drawing there are no additional “stories” because the legal 
reserve is 100%. In the second case, the legal reserve is 50% and there¬ 
fore only one additional story can be erected. With a 20% legal reserve 
requirement. In the third drawing, four additional stories can be erected. 
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It is possible, however, that depositors’ withdrawals will become 
greater than new deposits. Each business has seasons when a great deal 
of spending is done to produce goods, or to buy merchandise. At such 
times the bank’s reserve of cash will shrink. The banker must con¬ 
stantly observe the ratio of cash to deposits. As his reserve ratio ap¬ 
proaches the minimum for safety, he will either have to reduce his 
lending, or get more cash by selling liquid assets or by borrowing 
from another bank. The reserve ratio, therefore, is an important factor 
determining the amount of lending a commercial bank will do. In order 
to ensure sound practice, banking law fixes minimum reserve ratios. A 
legal-reserve requirement is a minimum reserve ratio set by law. By 
raising legal reserve requirements the government may try to discour¬ 
age bank lending. Suppose, in the example that has been given, the 
legal reserve was first 20 percent, and was then raised to 25 percent. 
Ihe government would thus have forced the bank to restrict its de¬ 
posits to $4000, instead of $5000, on the basis of the $1000 reserve. In 
this way it could have prevented further lending by the bank. 

Not all of the bauKs cash is used as a basis for short-term business 
loans. The demand for such loans varies according to the seasons and 
according to business conditions. Moreover, it would not be wise, from 
the viewpoint of safety, to have all the cash tied up in business loans. 
But idle cash means a loss of profits. The bank therefore invests some of 
its cash in government bonds, and in the stocks and bonds of outstand¬ 
ing corporations. These investments may not bring so large a profit as 
the short-term loans, but they are highly liquid assets. They can gen¬ 
erally be quickly sold without loss of value, if the bank should sud¬ 
denly need cash. 

Social Aspects of Credit 

Credit, properly used, is of outstanding benefit to society. Savings 
which might otherwise remain idle help make the wheels of enterprise 
go around. This increases total production, employment, and consump¬ 
tion, raises national income, and improves standards of living. Idle dol¬ 
lars profit nobody. 

Unfortunately, however, controlling the rate of Row of money and 
credit is no easy task. Ov^er optimism, over pessimism, or errors of judg¬ 
ment by the banking institutions controlling the flow of credit, may at 
one time cause the channels of trade to freeze and at another time to 
flood. A contraction of credit may produce a deflation in prices and pro¬ 
duction; an expansion of credit may be the basis for overspeculation, 
finally resulting in collapse and failure. 

To change the figure of speech, credit connects our business and fi¬ 
nancial enterprises in an invisible but mighty chain. Failure in one cor- 
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ner of the economy spreads rapidly until it may cover the whole econ¬ 
omy and indeed the whole world. 

Exercises and Activities 

I DicnoxARY OF Economic Terms 

barter 
bullion 

convertible paper money 
deposit money 
depreciation 
legal reserve ratio 
legal tender 
medium of exchange 

II Questions and Problems 

1) State, explain, and give an example of, each of the three functions 
of money. 

2) Why has gold been the main basis of money systems in modern 
times? 

3) Show why money has gradually changed from coins to paper money 
to checks. Why are checks not generally acceptable? 

4) (a) Why are deposits a liability? (b) Why doesn*t a bank's cash on 
hand have to be as large as its total deposit liabilities? (c) How does 
this make it possible for commercial banks to “manufacture credit”? 
(d) State two factors determining the reserve ratio a bank will keep. 

5) Explain the effect of each of the following on the various items in the 
bank balance sheet below and on the bank's reserve ratio: (a) a 
deposit of $500 in cash; (b) a withdrawal of $1000 in cash; (c) a 
loan by the bank of $3000 for 60 days; (d) a purchase by the bank 
of $5000 worth of government securities. 

Assets Liabilities and Capital 

Cash $ 50,000 Capital Stock $ 60,000 

Loans and Investments 40,000 Deposits 80,000 

Building 20,000 $140,000 

Government Securities . 30,000 == 

$140,000 

6) On the basis of the balance sheet as shown in question 5, what is 
the maximum deposit liability possible if the legal reserve ratio is 
20 %? 

Ill Things To Do 

1) Read and report on “Know Your Money,” a pamphlet issued by the 


monetary reserves 
money 
reserve 
reserve ratio 
specie 

standard coins 
subsidiary money 
token coins 
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United States Secret Service to help people recognize counterfeit 
money. 

2) If possible, visit a collection of various kinds of ancient and modem 
money, like that of the Chase National Bank in New York City. 

3) Bring to class any old or unusual money that you may have. 

4) Clip from a newspaper an example of a bank balance sheet. (They 
generally are published quarterly, in January, April, July, and Sep¬ 
tember. ) Your local bank may have a copy of its balance sheet avail¬ 
able. (a) Report to the class on the items which it shows, (b) Com¬ 
pute the reserve ratio of the bank. 

J EFFECTS OFINFLATION 

LESSON ^ (J AND DEFLATION 

What the Depreciation of Money Means 

Some years ago the government of China raised the salary of its 
generals to 1% million dollars a month. Unfortunately for the generals, 
this salary was paid to them in Chinese dollars; and I /2 million Chinese 
dollars were at that time worth about $50 in American money. This was 
an example of extreme inflation. 

Inflation is a rise of the general level of prices. Deflation is a fall of 
the general level of prices. You have learned about the use of index 
numbers to measure such economic changes as the movement of prices. 
The index number of consumer prices and the index number of whole¬ 
sale prices measure the changes in the general level of prices, or price 
level. These indexes are merely averages that show the general direc¬ 
tion of prices. They are not intended to show the many differences in 
the movements of indi\ idual prices. 

Inflation means that money depreciates, or becomes cheap money; 
that is, it is worth a smaller amount of goods and services than formerly. 
There are varying degrees of inflation. In our economic system there 
have been frequent periods in which prices have shown a gradual, 
limited rise; such periods are an expected part of the continual process 
of change. Extreme inflation, such as took place in China in the 1940’s, 
is a symptom of a breakdown, or near-breakdown, of a nation’s eco¬ 
nomic system. 

During and after the recent war there was ample opportunity to 
observe the operation of extreme inflation, particularly in Europe and 
Asia. Not only did prices rise to fantastic heights, but also money had 
little meaning, for there was practically nothing to be bought with the 
money. As prices soared, workers demanded higher wages to help them 
meet the higher cost of living. But the rise of wages helped to increase 
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the cost of goods and services, and pushed prices even higher. The real 
income of the workers continued to decline. Farmers and businessmen 
could make large profits by selling whatever goods they had at prices 
which rose from day to day. Even for them, however, there was the 
danger that the profits might eventually become useless paper. 

Once depreciation sets in, people hesitate to accept money in ex¬ 
change for their goods and services. A “flight from the currency” begins; 
people try to exchange the unwanted money for goods or other kinds 
of money. Under such circumstances a package of cigarettes or a box of 
stockings is more acceptable than money as a medium of exchange. 
For the goods which are available, there are two sets of prices: a very 
high price in terms of the depreciated money, and a lower price in 
terms of gold or some foreign money which is considered good. During 
World War II, for example, in many parts of the world, goods had a 
low price in American dollars, and a high price in local money (Italian, 
French, Chinese, Greek, for example). If a situation like this continues 
long enough, prices become so high that the money becomes valueless, 
and the money system breaks down. 

The process of depreciation ends when the unstable conditions which 
caused it have been partly or completely removed. The nation may start 
a new money system, as happened in Germany and Russia in the 1920’s, 
and in Hungary in the 194(/s. The extreme scarcity of goods may be 
ended by the return of peace, or by help from another country. The 
political and financial situation of the government may become more 
stable, and people may have more confidence in the paper money; the 
flight from the currency stops. 

Inflation and Workers 

As consumers, all people in a nation are hurt by inflation, because 
dollars buy less. But people are not only consumers; they also receive 
income or live upon somebody else’s income. Most families have some 
kind of income—^wages, profits, interest and dividends from savings 
and investments, insurance benefits from the government or a private 
company, and so on. The effect of inflation (or deflation) on any in¬ 
dividual or group depends on the relative changes in income and 
costs for that individual or group. 

During World War II, some family incomes in war-plant areas in¬ 
creased from $40 a week to $100, $120, and $150 a week. Wage rates 
had risen, there was much overtime work, and more members of the 
family were working. To such families the rising cost of living was a 
minor problem. At the same time, teachers and policemen and other 
civil-service employees throughout the country were giving up their 
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jobs and looking for work in other fields, because their salaries moved 
up much more slowly than the cost of living. 

These are examples of the different effects which inflation has upon 
various kinds of workers. During good times, highly skilled workers 
find it easy to get higher wage rates, which help to set higher wage 
standards for workers in general. The extent to which semiskilled and 
unskilled workers share in the rise of wages depends on how profitable 
their specific industries are, and on how strongly organized they are. 
Experience indicates that wages generally move up more slowly than 
prices. The “lag” of wages behind prices is greatest for civil-service 
workers, unskilled workers in nonunion manufacturing industries, and 
“white-collar” workers in stores and offices. 

Inflation and Businessmen 

Businessmen generally prosper in times of inflation, because their 
selling prices tend to move up faster than their costs. The cost of raw 
materials rises more quickly than most other prices, but the business¬ 
man’s other costs rise more slowly. Rent is fixed for a long period of 
time by lease, in some cases for many years. Debts to banks and other 
creditors are fixed, unless the businessman decides to borrow in order 
to expand his business. While his payroll increases, as workers ask for 
higher wages, the raising of wages comes as the result of long negotia¬ 
tions, sometimes strikes, and is a relatively slow process. At the same 
time, the increased volume of business helps to reduce the overhead 
cost per unit. The result is that the businessman, during the inflationary 
period, not only sells more goods, but also makes a larger profit on 
each unit. The passage of time in itself creates profits for businessmen, 
because the rise of prices increases the value of their inventories from 
month to month. On the other hand, inflation may mean losses for 
businessmen whose selling prices have been fixed by long-term con¬ 
tracts, and who have to buy materials and labor in a rising market. 

This does not mean that all businessmen welcome inflation. Many of 
them realize that every period of inflation in the past has been followed 
by a period of deflation, with disastrous consequences for many busi¬ 
ness firms. Once the inflationary upswing starts, however, few business¬ 
men fail to avail themselves of the opportunity to raise prices and in¬ 
crease profits. 

Inflation and Other Income Recei\t:rs 

The American farmer has been traditionally in favor of inflation, 
because his income rises faster than his costs. Most of his production 
costs are fixed—taxes on his property, debts to the local bank and to 
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sellers of farm equipment, and maintenance costs. He does have to 
worry about higher wages for farm labor, higher prices for feed and 
fertilizer, and higher prices for the manufactured goods he and his 
family consume. Past experience shows, however, that prices of farm 
products generally rise faster and higher than the prices of manu¬ 
factured goods, so that the farmer s real income rises. If the inflation 
continues for a long time, however, prices of manufactured goods may 
eventually rise more than farm prices. Then the farmer s real income 
begins to decline. 

Landlords may be hard hit in the early part of an inflationary period, 
because their operating costs rise, and the rents can be raised only as 
leases expire. On the other hand, the rise of property values enables 
them to make profit from speculation in real estate, as well as from 
construction of new buildings. Furthermore, they are likely to have 
fewer vacancies than at other times. 

Investors in stocks and bonds gain or lose from inflation according 
to their skill in adapting themselves to the situation. A man whose 
money is tied up mainly in bonds, or in other securities which pay a 
fixed rate, will find his real income declining. It may be to his advantage 
to shift part of his savings into common stocks, so that he can share in 
the growing profits of business. A period of inflation may also give 
speculators a golden opportunity on the securities and commodity 
markets. 

Public utilities, such as electric companies and railroads, do not gain 
as much from inflation as other businesses. Their rates are regulated 
by public agencies, and it takes time to get approval for higher rates; 
meanwhile, their direct costs are rising. Phis factor is offset, however, 
by increased volume of business, which substantially reduces overhead 
cost per unit. 

Inflation affects most severely the people who are living on pensions, 
insurance benefits, interest on savings and investments, and other forms 
of fixed income. Suppose, for example, that in 1940, William Brown, 
having reached the age of 65, retired from work, and began to collect 
a Social Security pension of $40 a month. It was not much; but Mr. 
Brown and his wife felt that, with the savings they had accumulated, 
they could manage. A few years later, however, the Browns were asking 
themselves, “What has happened to our security?” The answer to their 
question can be found in the chart on page 367. Mr. Brown’s real in¬ 
come from his old-age insurance had dropped about 40 percent be¬ 
tween 1940 and 1948, because the cost of living had risen over 70 per¬ 
cent during that period. 

The effects of infiation and deflation upon the various economic 
groups is summarized in the chart opposite. 
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The arrows and lines showing income and prices paid are not actually 
plotted. The aim is to show the rate of increase or decrease by the slope 
of the line. Thus, in the first case of inflation, income rises faster than prices 
paid. In the third case of deflation, prices paid declines steadily, while in- 
come remains the same for a period and drops at intervals. 

Inflation and Debtors-Creditoks 
The statement is often made that debtors prefer inflation, whereas 
creditors fear inflation. This conclusion is drawn from the fact that, in 
a period of inflation the debtors repay to the creditors dollars which 
have less purchasing power than when the money was borrowed. Such 
a statement has value only if properly understood. 

Few people are just debtors or creditors; they are also workers, busi- 
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nessmen, farmers, bankers, investors, or pensioners. Moreover, a great 
many people are both debtors and creditors. Whether it will be easier 
or harder for anyone to pay his debts during a period of inflation de¬ 
pends upon which of the three cases, in the chart above, applies to him. 
Except for the fixed-income groups (Case III), inflation does make it 
easier to pay debts. But inflation also makes it easier to collect debts, 
since people have the incomes with which to pay. For these reasons, 
both creditors and debtors generally prefer inflation to deflation. Each 
dollar may have less purchasing power, but the dollars come in more 
easily, and the ^•olume of business is greater. 

By way of summary it may be said that the pattern of inflation is 
a race between selling prices and costs of goods and services. Those 
who are in a position to raise the prices of their goods and services 
more quickly than their costs—for example, businessmen, farmers, 
some workers—gain from inflation. Those whose incomes cannot be 
raised as quickly as their costs—such as recipients of fixed incomes and 
some types of workers—suffer from inflation. 

The Effects of Deflatiox 

The effects of deflation upon the community are also illustrated by 
the table on page 355. In a time of deflation each dollar buys more. 
During the inflation of the 1910 s, people remembered the days of 1931- 
1932, when butter had been 39 cents a pound, good steaks had cost 35 
to 45 cents a pound, and men’s suits had been sold in chain clothing 
stores for $16 to $20. They forgot that national income had dropped 
from about 80 billion dollars, in 1929, to about 40 billions in 1932. In 
1932, 820 a week had been a typical wage, and the number of unem¬ 
ployed had reached a peak of almost 15 millions. Deflation tends to be 
associated with contraction of incomes and of business activities. 

The generalization is often made that the effects of deflation are the 
opposite of inflation, so that groups benefiting from one are harmed by 
the other. However, there are complications which modify this general 
picture. The effect of deflation on any individual or group depends on 
which of the three cases in the above chart applies. Fixed-income groups 
gain from the rise in the purchasing power of their dollars, but if the 
deflation continues for a long time, these groups may find that their 
incomes begin to shrink. Salaries are cut, many “white-collar” workers 
are laid off—though at a slower rate than other kinds of workers. Cor¬ 
porations default on their interest payments, and tenants break their 
leases. No income is permanently fixed. Businessmen and farmers find 
it increasingly difficult to meet their overhead costs and debts, and the 
number of bankruptcies rises. Creditors are not happy; because, al- 



Les. 46] The Effects of Inflation and Deflation 357 

though each dollar they collect has more value in terms of goods, it is 
harder to collect the dollars. 

There is one kind of deflation that is desirable. That is the gradual, 
long-run, downward movement of the general price level which takes 
place as the result of technological progress. As the chart on page 367 
shows, in several periods in our history there has been such a downward 
movement of prices over periods of about ten to twenty years. One of 
the reasons for such periods of deflation has been that improvements 
in methods of production made possible a reduction in the prices of 
many goods. This gradual deflation helps to increase our real income 
by giving our money incomes more purchasing power. Unfortunately, 
this long-run deflation has become mixed with periods of sudden, rapid 
deflation that help to create depression conditions. People therefore 
fear deflation even more lhan inflation. One of the problems not yet 
soK ed is how to prevent both extreme inflation and extreme deflation. 

Exercises and Activities 
t Dicnr-NARY OF Economic Terms 

cheap money deflation inflation 

depreciation of money price level 

II Questions and Problems 

1) “The effect of inflation and deflation on any individual or group 
depends upon the relative rates of change in income and cost.” Ex¬ 
plain, citing at least two different examples. 

2) In 1944 an American newspaper correspondent, while visiting 
Greece, wrote about paying 75 billion drachmas for a shoe shine. 
Explain how such a high price was possible. 

3) (a) Why did monetary depreciation occur in Eiuope and Asia dur¬ 
ing and after World War II? (b) What conditions are needed to 
bring a depreciated currency back to a stable value? 

4) A policeman retired on a pension in 1950, after 25 years of service. 
He said, “I’ve been cheated out of my savings, yet there’s nobody I 
can blame.” What did he mean? (In your explanation, refer to the 
chart on page 367. Many of the following questions also are based 
on this chart.) 

5) (a) Show, by referring to the chart, how war affects the general 
level of prices, (b) Why did some businessmen welcome such a sit¬ 
uation? (c) Why did some businessmen fear such a situation? 

6) Name two periods of declining prices. In each case, what do you 
think was the main reason? 

7) If you had been a farmer during the period 1870 to 1895, why would 
you have voted for free silver? (See Lesson 48.) 
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8) If you had been a home owner in 1932, and your mortgage was com¬ 
ing due, what would have been your attitude toward proposals for 
inflation? 

9) Mr. Jackson and Mr. Porter each owned a business building in 1910. 
Mr. Jackson induced his tenants to sign 10-year leases. Mr. Porter 
got 5-year leases from his tenants. Which landlord was in a better 
position during the next 10 years? 

10) Who was relatively better off during the period 1935-1940, the fac¬ 
tory worker or the teacher? During the period 1945-1950? 

11) The X Department Store offered to buy the complete output of the 
Y Sweater Manufacturing Co. for the year 1947, at the same price 
that the store had been paying the manufacturer during 1946. On 
the basis of the chart, do you think that the manufacturer should 
have accepted the offer? Why or why not? 

12) During the period 1930—1933 the electric light companies made 
profits, while other lines of business were losing heavily. Explain the 
advantages which public utilities had over other industries in this 
period. 

13) During the 1940*s many labor unions warned their members not to 
support inflationary proposals. Why might most workers be opposed 
to inflation? 

14) Why would all groups in the community, even those with fixed in¬ 
comes, be afraid of a period of severe deflation? 

Ill Things To Do 

1) Conduct a poll among your family and friends on the question, 
“Would you like to have a period of inflation? Why or why not”? 
Report the results to your class. 

2) Look up the Quantity Theory of Money and give an explanation of it. 
Include a statement of the Equation of Exchange. These can be 
found in almost any college economics textbook, as well as in ency¬ 
clopedias. 

3) Draw an original cartoon illustrating the effects of inflation or defla¬ 
tion. Note the examples on pages 42 and 60. 


LES SOX 



MONETARY STANDARDS 


The Need for a Standard 

For about a half-century, ending in the 1930’s, the United States and 
many other c‘Ountries had a money system known as the gold standard. 
This system grew out of a long history of money systems which failed 
to perform efficiently the functions of money described in the previous 
lesson. An interesting example was the situation during the War Be- 
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tween the States. The government had issued paper money, called 
greenbacks, which were not redeemable in specie; they were irredeem¬ 
able, or jiat, money. Very soon, as people lost confidence in this money, 
it began to circulate at a discount: a dollar in paper money had less 
value than a dollar in gold. A pair of shoes that sold for $5 in gold might 
require $7 in greenbacks. This was harmful to trade and unfair to the 
holders of paper money. It brought home the need for a uniform cur¬ 
rency, in which all forms of money have the same value at any given 
time. 

It is also desirable that money have a stable value, that is, the same 
value over a period of years. The value of money is its purchasing 
power in goods and services. Rising prices mean that the value of 
money is falling. Falling prices mean that the value of money is rising. 
A person who sells merchandise wants to be sure that the money he 
receives will be exchangeable, immediately or at any time in the future, 
for an equivalent amount of goods or services. He wants to feel certain 
that others will accept the money from him at the same value at which 
he has accepted it. 

How THE Gold Standard Functons 

The purpose of the gold standard was to provide a sound money; that 
is, a money which was uniform and stable. To achieve this goal, the 
following were developed as the characteristics of the gold standard: 

First, the money unit was defined as containing a fixed amount of 
gold. There was to be a legally established standard coin, made of a 
definite weight and fineness (purity) of gold, equal in value to the face 
value of the coin. In our country the dollar is legally defined as con¬ 
taining 15%-, grains of fine gold, equivalent to approximately 13% o 
grains of fine gold. (Gold coins are not made of pure gold, but contain 
some alloy for greater durability.) Since there are 480 grains in an 
ounce, the price of gold in our country is legally fixed at $35 an ounce. 
(480 divided by 13.7+ equals 35.) Before 1933, when our standard gold 
dollar contained 23.22 grains of pure gold, the price of gold was $20.67 
an ounce. 

Second, the price of gold was fixed by the government and kept at 
the fixed value by the government’s buying and selling of gold. When 
our country was on the gold standard, before 1933, the price of gold 
could not be higher or lower than $20.67 an ounce. The government 
was required by law to buy all gold that was brought to it, at a price 
of $20.67; no one would, therefore, sell gold for less than that price. 
This requirement is referred to as free coinage; the word Tree” is used 
here as meaning “unlimited.” The government was also required by 
law to sell gold without limit to anyone at the legal price of $20.67; no 
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one would, therefore, pay more than that price for gold. This process 
of selling gold for other forms of money is called redemption. Fixing 
the price of gold in this way gave the public a guarantee that the bul¬ 
lion value (value in metal) of the standard coins would always be the 
same. 

Third, since the government was required to sell gold at the legal 
price, all paper money circulating in the country could be converted 
without limit into standard coins. Before 1933 a person could go to any 
bank, or to the United States Treasury itself, and get standard coins 
by paying for them with any other kind of lawful money. Few people 
actually bothered to get gold coins, because paper mone\' was more 
convenient. But, knowing that the paper money was convertible into 
gold, they regarded the paper money as the equivalent of standard coins. 

Fourth, the government allowed a free market for gold. People could 
buy and sell gold at any time and in any quantity they wished. They 
were free to give or accept any price they wished; but, as we ha\ e seen 
above, the price was pegged (fixed by buying and selling at an estab¬ 
lished price) by the government. People had a right to melt the gold 
coins into metal for industrial purposes, or for any other reason. They 
could export the gold to other countries, or import it from other coun¬ 
tries. 

Fifth, the standard coins were full legal tender for debts. 

The Silver Standard and Bimetallism 

The requirements for a silver standard were the same as those for a 
gold standard, except that silver was used instead of gold. In recent 
times China was the only important country to have a silver standard, 
and China abandoned this system in the 1930's. 

There has also been a money system which used gold and sil\*er as the 
standard at the same time. This system was bimetallism. There were 
two standard coins, one of gold and one of silver. The prices of both 
gold and silver were legally fixed. All paper money was conx ertible 
into either gold or silver, so that gold and silver were interchangeable 
at a fixed ratio. 

The United States maintained a bimetallic system during the first 
half of the nineteenth century, as did a number of European countries. 
This system was generally discarded, however, when the huge discov¬ 
eries of silver in the western part of this country made that metal too 
plentiful and too cheap to serve as sound money. The abandonment of 
bimetallism was furthered by the discoveries of gold in California and 
Australia. Increased gold reserves made it easy for the United States 
and most European countries to adopt the gold standard. Great Britain 
had adopted the gold standard as early as 1816. 
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The Advantages of the Gold Standard 

For nearly a half-century, from the 1870’s to the time of World War 
I, the gold standard seemed to provide a fairly sound money system for 
the world as a whole. It provided safety, in that people could ask for 
and get the standard gold coins, whenever they wished. It provided 
convenience, since people could use whatever kinds of money were 
most convenient and efficient, knowing that all these other kinds of 
money w^ere convertible into gold. 

Above all, the gold standard met, as closely as seemed to be possible, 
the tvv^o requirements of a sound money. It provided a uniform cur¬ 
rency. Since all other forms of money were redeemable in gold and 
were the equivalent of gold, people accepted paper and gold at the 
same \ alue. The gold standard never succeeded in establishing a per¬ 
fectly stable currency, as can be seen by a glance at a chart of price 
levels. Yet people had confidence in the value of money, because the 
gold standard provided an automatic check on the amount of paper 
money which could be issued by the government. The government 
knew that any loss of confidence in the financial condition of the gov¬ 
ernment would lead to a “run” on the government’s gold reserves (a 
supply of gold kept in gov^ernment vaults as backing for the money 
system). People would turn in the paper money for gold, and then 
hoard or export the gold. Eventually the gold reserves would be ex¬ 
hausted, and the money would depreciate. The gold standard thus 
forced the government to manage its financial affairs in such a way as 
to avoid the issuance of excessive amounts of paper money. 

At the same time the gold standard provided means for expanding the 
supply of money to meet the needs of the community. Governments 
learned from experience that it was not necessary to have a dollar s 
worth of gold kept in reserve for every dollar of paper or token money 
in circulation. A reserve of $25 to $40 for every $100 of paper money 
was normally more than enough to take care of the occasional demands 
for gold. In other words, a reserve ratio of 25 to 40 percent was an 
adequate basis for the successful functioning of the gold standard. 
The reserve ratio is the amount of gold in reserve divided by the 
amount of money in circulation. For every dollar of gold which a na¬ 
tion possessed, it could safely put several dollars of paper money into 
circulation. 

Another important benefit of the gold standard, when used on a 
world-wide basis, was that it provided a uniform money system for the 
world as a whole. Although every country had its own money unit— 
dollar, pound, franc, peso, mark—all countries on the gold standard had 
a common measure of value, by comparing the gold content of their 
standard coins. (See page 565.) 
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The Breakdown of the Gold Standard 

Despite these advantages, the gold standard has been abandoned 
throughout the world. When World War I broke out in 1914, the 
European countries which were on the gold standard suspended the 
privilege of convertibility, because they feared the loss of their gold 
reserves. Many of these reserves eventually had to be sent to the United 
States and to the countries of Latin-America to pay for munitions and 
food supplies. As the financial strain of the long struggle grew worse, 
most of the warring nations had to issue fiat money to pay their armies 
and to buy supplies within the country. Gradually this fiat money de¬ 
preciated as people lost confidence in it, until in some of the European 
countries—Germany, Austria, Italy, Russia—the value of paper money 
was virtually zero. 

After the war, economic conditions in Europe became more normal, 
and most of the European countries reestablished the gold standard. 
The depression of the 1930’s made it difficult, however, for nations to 
stay on the gold standard. There was a general loss of confidence, paper 
money was turned in for gold, and nations feared the exhaustion of their 
gold reserves. By 1940 the gold standard had been abandoned through¬ 
out the world, perhaps permanently. 

Now we have money systems which are based on fiat money plus 
certain features of the gold standard. The monetary unit is still defined 
by law as a fixed amount of gold. No standard coins are in circulation; 
only inconvertible paper money and subsidiary coins. Many countries 
maintain gold reserves in order to keep the confidence of the public 
in the paper money, but these gold reserves are not available to the 
public. Some countries allow gold to be bought and sold in the open 
market; some do not. In the United States all gold produced in this 
country, or imported into this country, must be sold to the government. 
No one may have more than $100 worth of gold coins or bullion in his 
possession. Industrial users of gold, such as jewelry manufacturers and 
dental laboratories, get licenses from the Treasury, allowing them to 
buy gold for their businesses. Gold can be shipped out of the country 
only by banks, under special license from the Treasury. Thus there is 
no longer a free market for gold. Nor can paper money be converted 
into gold. All paper money is full legal tender. The money system of 
this country is usually described as an international gold bullion stand¬ 
ard, because the use of gold as a medium of exchange is primarily in 
the form of bullion used in international payments. 

Whether fiat-money systems can provide, for any length of time, the 
sound money which we discussed at the beginning of this lesson, we do 
not yet know. In the United States a modified fiat-money system has 
worked well since 1934. We have had the advantage of being the 
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strongest financial nation in the world, with a gold reserve of more 
than twenty billions to back our paper money. During the 1930’s, Great 
Britain, the Scandinavian countries, and others succeeded in main¬ 
taining a stable money system on a fiat-money basis. As a result of 
World War II, however, the monetary systems of many countries, espe¬ 
cially in Europe and Asia, were greatly weakened, and there was a 



Thomas in The Detroit News. 


The title of this cartoon was “The Mysterious Cycle of Finance.” It poked fun 
at gold buying when gold reserves were already in excess of need. 

fantastic degree of inflation, or rise in prices. Some economists have 
claimed that this widespread inflation was the result of failure to main¬ 
tain a gold standard. Fiat-money systems, they argue, provide no 
automatic check on the amount of paper money issued, and therefore 
easily lead to inflation. Other economists have said that the basic cause 
of the inflation was the extreme scarcity of goods resulting from the 
war. Neither the gold standard, nor any other money system, in their 
opinion, could have prevented the inflation. 
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Exercises and Activities 
I Dictionary of Economic Terms 


bimetallism 

fiat money 

free coinage 

free market for gold 

gold reserve 

gold standard 

greenbacks 

international gold bullion standard 


irredeemable paper money 

money unit 

pegged 

redemption 

reserve ratio 

silver standard 

standard coin 

sound money 


value of money 


II Questions and Problems 

1) (a) Explain what is meant by a '‘monetary standard." (1)) What 
difference is there between the gold standard and each of the fol¬ 
lowing: (a) silver standard, (b) bimetallic standard, (c) fiat money, 
(d) gold bullion standard? 

2) (a) Summarize the conditions which must exist for a gold-standard 
system, (b) Which of these exist in the United States today? 

3) (a) What are the ad\antages of a gold standard? (b) What were 
the reasons for the abandonment of the gold standard? 

4) Some years ago an American newspaper published an article en¬ 
titled, "Our 22 billions in gold—enormous treasure or just junk”? 
How would you answer this question? Give reasons for your answer. 

5) The international gold standard meant simply that the government 
guaranteed a stable price for gold. Explain. 

Ill Things To Do 

1) Organize a debate or forum discussion in your class on the topic, 
"Should we return to the gold standard”? You can find materials on 
this question in the library. 

2) In an advanced economics text or an encyclopedia, look up Gresh¬ 
am’s Law. How may it apply to a bimetallic standard? 


LESSON 



THE MONEY ISSUE IN 
AMERICAN HISTORY 


Early Times 

There were at that time, as there have been and still are, in every State 
select companies of incorrigible fools who thought that a State could, by 
merely calling a bundle of old rags a hundred thousand pounds, really add 
one hundred thousand pounds to the wealth of the community . . . For 
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money had become so scarce that many men who at any other time would 
have scouted the talk of the paper advocates as the babble of fools, were 
easily made to believe a debased currency which circulated freely was, after 
all, much better than a good currency of which they rarely saw a coin .... 
The elections came on, and in the Legislatures of seven States out of the 
thirteen the paper men counted a majority .... On the one side were the 
importers, the holders of stock, the speculators in cash, as they were called, 
the moneyed men, and the great body of creditors who, having made their 
advances in a specie basis, were determined to take nothing but specie in 
return. . . . [On the other side] were the shopkeepers in the great towns, 
the merchants in the county villages, manufacturers, and debtors.^ 

With these sharp words a famous historian described the controversy 
over the issue of paper money in 1786, when the American nation had 
just finished its war for independence. Coins were scarce because they 
had to be sent to England and the West Indies to pay for goods im¬ 
ported by the colonists. The scarcity of money hindered trade and kept 
prices low. The farmers and backwoodsmen found it difficult to sell 
their crops, furs, and timber at profitable prices. When some of the 
colonial legislatures decided to increase the supply of money by issuing 
paper money, Parliament forbade such action. This had been one of 
the grievances which helped bring on the Revolution. 

The postwar monetary situation was chaotic. The Revolutionary 
War had brought prosperity to the farmers and merchants, because the 
government had paid high prices for food, munitions, and other sup¬ 
plies. With the war over, the farmers found themselves with surplus 
crops on their hands. They were unable to pay their debts, and some of 
them were threatened with the loss of their farms through the fore¬ 
closure of mortgages. In Massachusetts the discontent of the farmers 
led to an uprising known as “Shays’ Rebellion.” The merchants also 
faced bad times because the ports of England and the West Indies were 
closed to them. Trade was hampered by the lack of a sound money sys¬ 
tem. The paper money issued by the Continental Congress had become 
virtually worthless, coins were hard to keep within the country, and 
there was no generally acceptable medium of exchange. Some of the 
states issued paper money, to help the farmers and merchants. But this 
money quickly depreciated, since it had no backing and the credit 
standing of the state governments was low. 

The need for the reform of the monetary system was one of the rea¬ 
sons for the Constitutional Convention of 1787. The Constitution gave 
the federal government the power “to coin money, regulate the value 
thereof.” The state governments, on the other hand, were forbidden to 

^ J. B. McMaster, A History of the United States, D. Appleton and Co., 1915, 
Vol. 1, pp. 28L 290-291. 
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“coin money; emit bills of credit, make anything but gold and silver 
coin a tender in payment of debts.” These provisions were among the 
reasons for the widespread opposition to the new Constitution among 
the farmers. They feared that the business class was conspiring to keep 
down farm prices by limiting the supply of currency. 

The Controversy over the Bank 

Soon after the adoption of the Constitution and the establishment of 
the federal government, the controversy over the money system again 
emerged. When Alexander Hamilton, the Secretary of the Treasury, 
proposed the establishment of a central bank (which was called the 
Bank of the United States), he represented the business classes, who 
were seeking the establishment of a sound currency. Although the state 
governments could no longer issue paper money, the banks chartered 
by the state governments could. The result was an increasing quantity 
and variety of paper money, much of it of doubtful value. It was the 
hope of Hamilton and his followers that the strong backing of the na¬ 
tional bank would make its paper money acceptable throughout the 
nation. Eventually, he reasoned, the paper money of the national bank 
would provide a uniform and stable money system.' 

The farmers of the nation opposed Hamilton’s ideas, because they 
wanted to continue the sv stem of a plentiful supply of paper money, 
issued by local banks, which were much more liberal than any national 
bank would be in lending this paper money to the farmers. It was to 
their interest, the farmers felt, to keep money “cheap.” This feeling was 
based on the quantity theory of money, the belief that the value of 
money is based on the amount of money in circulation. The more money 
in circulation, according to this theory, the higher prices will be; and 
the less money in circulation, the lower prices will be. As a result of 
the farmers’ opposition, the charter of the bank was dropped in 1811. 
In 1816, however, a second national bank was established. The period 
from 1820 to 1850 was one of deflation. The farmers charged that the 
national bank was being used by the businessmen and bankers to limit 
the supply of money, and to “squeeze” the farmers. Led by President 
Jackson, the farmers prevented the renewal of the bank’s charter, which 
expired in 1836. 

The disappearance of the Bank of the United States increased th^ 
influence of the cheap-money groups. Since there was practically no 

2 In this lesson we are discussing the national bank only with reference to the 
money issue. There were a number of other aspects to the controversy over the 
bank. See Faulkner and Kepner, America: Its History and People, Fifth Edition, 
Harper and Brothers, pp. 216-217; also Faulkner, Kepner, and Merrill, History of 
the American Way, Harper & Brothers. 
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Each of the sharp peaks represents a postwar period of inflation. Note that 
each peak (except the most recent) has been followed by a correspondingly 
sharp decline. The period from 1865 to 1896 was one of constantly declining 
wholesale prices. What is the connection between this fact and the mone¬ 
tary demands of farmers during this period? (Redrawn from Road Map of 
Industry No. 626, National Industrial Conference Board) 


regulation of banking, many “wildcat” (unregulated) banks were 
opened, and issued their own paper money. This money helped the 
farmers to buy land in the West, as long as the government was willing 
to accept it. But when Jackson's administration, by the Specie Circular 
of 1836, stopped accepting paper money for land, the money issued 
by many of the banks became worthless. Many banks had little or no 
gold and silver as backing for their paper money. Bank failures were 
numerous, the money system was confused, and businessmen had to 
adjust prices according to the kinds of money offered them by cus¬ 
tomers. Under such conditions it was difiFcult to carry on business. 
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During the War Between the States the federal government reformed 
the country’s money system. The government instituted a system of 
national bank notes, and by taxing paper money issued by state- 
chartered banks, drove them out of existence. For the first time this 
country had a uniform currency, backed by government bonds and 
gold reserve. 

The "Free Sil\^” Campaign 

The War Between the States brought prosperity to the businessmen, 
farmers, and workers of the North. This prosperity lasted through a 
postwar boom that came to an end in 1873. Then began a deflationary 
trend which continued for a quarter of a century. It meant a gain in 
the buying power of the dollar. To the fanners, however, it seemed 
to spell disaster. Again they sought a way out through cheap money, 
and started a battle which lasted twenty years. 

The government had paid part of the expenses of the war by Issuing 
fiat money, officially designated as "United States Notes,” but popularly 
called "greenbacks.” Now that the financial crisis of the government 
was over, the government proposed to retire the greenbacks from cir¬ 
culation, so that there would be no more fiat money in our money 
system. The Resumption Act of 1875 made the greenbacks redeemable 
in gold, beginning in 1879. But it was agreed that the greenbacks were 
not to be retired from circulation; they are still part of our money sys¬ 
tem. This was merely the beginning of the cheap-money campaign, 
which then turned to the "free-silver issue.” 

In 1792, the government had established a bimetallic money system. 
Until the middle of the nineteenth century, however, our coinage sys¬ 
tem had little meaning. The coins minted by the government w ere used 
to pay for imports or were melted for industrial use, and domestic busi¬ 
ness was carried on mainly with paper money. The California gold rush 
of 1849, and the discovery of gold in other parts of the world, made it 
possible to have gold coins in circulation and to accumulate gold re¬ 
serves for our money and banking system. Silver coins continued to be 
scarce until the 1870’s. 

In 1873 a law was passed reorganizing our coinage system. The 
standard silver dollar was discontinued; all silver coins were to be of 
the subsidiary type. Practically, from 1873 on, we were on the gold 
standard, instead of on a bimetallic standard. Little attention was paid 
to the change at the time, because the law merely confirmed an estab¬ 
lished fact. Shortly afterward, however, vast silver deposits were dis¬ 
covered in the Rocky Mountain region. The value of silver dropped so 
much that it was no longer desirable as a standard money. Those Euro¬ 
pean nations which were still using the bimetallic system adopted the 
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gold standard. This step reduced the demand for silver at the very time 
when the supply was being rapidly multiplied. The silver interests in 
this country were desperate, because they no longer had a legally guar¬ 
anteed price for their product. The bottom had dropped out of their 
market. But they had ready allies in the Western farmers, who felt that 
the bottom had dropped out of their market, too. 

The silver-mine owners and the farmers’ organizations denounced 
the 1873 law as the “Crime of ’73.” They charged that the Wall Street 
bankers had brought about the dropping of “silver” in order to bring 
prices down. They dramatically pictured debtors, especially the farm¬ 
ers, as being forced to repay their debts with “dear” dollars which 
would ha\'e more purchasing power than the “cheap” dollars they had 
borrowed during the inflation of the 1860’s and early 1870’s. A cam¬ 
paign was started for the restoration of the bimetallic system. 

The Bland-Allison Act of 1873 was a compromise. It required that 
the go\’ernment buy a specified value of silver each month and to coin 
silver dollars. By this law the farmers got more money into circulation, 
and the silver interests got a market for some of their surplus silver. 
This measure did not, however, bring an end to the deflation of farm 
prices; nor were the siher companies satisfied. They continued the 
drive for free silver, that is, the free coinage of silver and the reestab¬ 
lishment of bimetallism. This would have required unlimited pur¬ 
chase b\’ the go\ ernment of all silver brought to it, at the former legal 
price of $1.29 an ounce, well above the actual market price. The Popu¬ 
list mo\ einent tied the cheap-money issue together with demands for 
regulation of railroad rates, curbs on monopoly, and improved working 
conditions. In 1890 a partial victory was scored, when the Sherman Sil¬ 
ver Purchase Act was passed. This law increased the amount of silver 
to be purchased by the government each month. It was repealed in 
1893. 

With the election of 1896, the “free silver” campaign came to a cli¬ 
max. The defeat of William Jennings Bryan by William McKinley 
meant the triumph of the business groups over the combined forces of 
the farmers, silver interests, and labor, and put an end, for the time 
being, to the cheap-money campaign. The Gold Standard Act of 1900 
formally reorganized our money system on a gold-standard basis, which 
lasted until 1933. 

The Cheap-Money Issue in the 1930’s 

About 1896 the deflationary trend of prices, which had started in 
1873, ended. For the next twenty-five years there was an inflationary 
trend, reaching a peak in 1920. (Note the chart on page 367.) During 
this period American farmers were better oflF. The cheap money issue 
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subsided, not to be revived until the 1930’s brought a rapid deflation. 

The depression of 1930-1933 created an interest in the possibility of 
forcing prices upward through expansion of the money system. Al¬ 
though the demand for cheap money was nation-wide, it came most 
vehemently from the farming areas and from the silver states. The sil¬ 
ver states now had sixteen votes in the United States Senate; the com¬ 
bination of silver-state and farm-state votes dominated the Senate. 

The Agricultural Adjustment Act of 1933 contained a section known 
as the “Thomas Inflation Amendment.” This section allowed the Presi¬ 
dent to use three methods of expanding our currency: (1) to devaluate 
the dollar by reducing its gold content, (2) to issue up to three billion 
dollars of greenbacks, and (3) to restore the bimetallic system. 

Only the first of these methods was used by the President, who re¬ 
duced the gold content of the dollar by about 41 percent, from 23.2 
grains of pure gold to 13.7 grains. This change was officially recognized 
under the Gold Reserve Act of 1934. This had the effect of fixing the 
price of gold at $35 an ounce, instead of the previous $20.67. Theoreti¬ 
cally, this was supposed to mean an increase in the amount of money 
in circulation, since every ounce of gold now represented $35 instead of 
$20.67. The actual effect of this step was uncertain. Still unsatisfied, the 
cheap-money groups pushed through the Silver Purchase Act of 1934. 
This law requires the Treasury to buy all silver produced within the 
country at a price fixed by Congress. The price fixed by Congress from 
time to time has, of course, been substantially above what silver would 
bring in the open market. The law also authorizes the Treasury to buy 
as much foreign silver as it may wish. Although it is doubtful whether 
this law has in any way affected the prices of farm products, it has given 
the silver producers of this nation a guaranteed market. 

The war boom of the 1940’s brought to an end another cheap-money 
era in our history. The cheap-money issue has been an excellent ex¬ 
ample of the saying that history repeats itself. 


Exercises and Activities 

I Dictionary of Economic Terms 

devaluation of the dollar quantity theory of money 

“free silver” national bank 

greenback wildcat bank 

II Questions and Problems 

1) Arrange the following items in two columns, headed “Cheap-Money 
Policy” and “Dear-Money Policy.” Be able to explain why you placed 
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each item in a particular column, (a) Constitution of the United 
States (1787), (b) Bank of United States (1792-1811, 1816-1836), 
(c) Specie Circular (1836), (d) national bank notes (1863), (e) 
‘‘Crime of 73” (1873), (f) Bland-Allison Act (1878), (g) devalua¬ 
tion of the dollar (1934), (h) Silver Purchase Act (1934). 

2) (a) Explain how, in the case of the silver issue, history has repeated 
itself, (b) Why has the silver issued appeared chiefly in the United 
States during the past 75 years? (c) Why have the farmers and 
silver-mine owners been allied on this issue? 

3) Write a letter, such as you might send to your Congressman, ex¬ 
plaining why you favor or oppose one of the following: (a) further 
devaluation of the dollar, (b) government buying of silver at a le¬ 
gally fixed price. 

4) Why is each of the following dates a key date in American monetary 
history? (a) 1792, (b) 1834, (c) 1863, (d) 1873, (e) 1879, 
(f) 1900, (g) 1933-1934. 

Ill Things To Do 

1) Copv and bring up to date the chart showing the movement of prices 
(p.367). 

2) Read The Age of Jackson by Arthur M. Schlesinger, Jr., which in 
some parts discusses the money controversy of the early nineteenth 
century. 


LES SOX 



THE FEDERAL RESERVE 
SYSTEM 


The Need for a Central Bank 

The commercial bank is a business firm. The management of a com¬ 
mercial bank has a responsibility to the stockholders of the bank to run 
the bank efficiently and profitably. It needs to make wise loans and in¬ 
vestments. But the management also has a responsibility to the deposi¬ 
tors to keep the assets of the bank liquid, so that deposits can be with¬ 
drawn on demand. 

The individual bank may find it hard to fulfill these responsibilities 
successfully. When business becomes “tight” and businessmen need 
more credit, it may be diflScult for banks to grant further loans. They 
have loaned so much that they are down to the minimum reserve ratio. 
Some business firms, unable to get further credit, are forced into bank¬ 
ruptcy, and the chain of credit snaps. If businessmen lose confidence 
and begin to withdraw deposits on a large scale, the banks may not be 
able to meet fully the demands of the depositors. A financial panic, an 
overwhelming demand for cash, results; and many banks are forced to 
close down. 
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Financial panics of this type have occurred in this country a number 
of times. One of the key factors in most of these panics was the fact 
that the individual banks had no way to get further reserves. Addi¬ 
tional reserves would have enabled them to continue to make loans to 
businessmen in those “tight” situations when more credit was needed; 
and to meet the depositors" unusual demands for cash. 

The solution for this problem was sought in the establishment of a 
central bank, a bank which is created for the purpose of performing 
specific services for the commercial banks in the community. Because it 
deals almost exclusively with banks, rather than with businessmen, it is 
called a “bankers’ bank.” 

Nearly every important country now has a central bank. In most 
countries this is a single large bank. Sometimes it is privately owned, 
but supervised by the government. In other cases it is owned and oper¬ 
ated by the government. In the United States there is a group of twelve 
central banks, called Federal Reserve Banks. They are privateh' owned 
but supervised by an agency of the federal government, the Board of 
Governors of the Federal Reserve System. This system was established 
by a law passed in 1913, following the panic of 1907. 

Structure of the System 

The United States is dhided into twelve Federal Reser\ e Districts, 
and in each district there is a Federal Reserve Bank, located in one of 
the largest cities in the district. 

Each Federal Reserve Bank is owned by the hundreds of individual 
banks in the district that are members of the Federal Reserve System. 
Altogether, there are 7000 member banks in the Federal Reserve Sys¬ 
tem. If your local bank is a member of the system, that fact is indicated 
by a statement on its front window. The member banks are required to 
purchase the stock of the Federal Reserve Bank of the district, which 
thus obtains the capital for its own business transactions. 

There are in the United States 15,000 individual banks. Fixe thou¬ 
sand of them are national banks, chartered by the national go\ ernment, 
and required by law to be members of the Federal Reserve System. The 
remaining 10,000 are state banks, chartered by the different state gov¬ 
ernments and permitted to join the Federal Reserve System. Only 2000 
of the state banks belong to the Federal Reserve System. They include, 
however, nearly all of the large and important banks; the member banks 
of the Federal Reserve System do 80 percent of the total banking busi¬ 
ness of the country. 

The Board of Governors of the Federal Reserve System, popularly 
called the Federal Reserve Board, consists of seven members, chosen 
by the President of the United States. 
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Services of the Federal Reserve System 

The services which the Federal Reserve Banks render to the member 
banks are the same as those which the member banks render to their 
customers, the businessmen. 

The Reser\’e Banks hold as deposits most of the cash reserves of the 
member banks. The law requires the member banks to keep their legal 
reserves in their respective Reserve Banks. The member banks must 
maintain the following reserve ratios (as of January, 1950) against their 
demand deposits: In New York and Chicago, 22 percent; in 58 other 
large cities, 18 percent; in all other communities, 12 percent. The re¬ 
quired reserve ratio against time deposits (see page 196) is 5 percent. 

The Reserve Banks also may lend money to the member banks, when¬ 
ever the latter need additional reserves. These loans are based on prom¬ 
issory notes signed by the member banks, with satisfactory collateral. 
Member banks may also borrow from the Reserve Banks by rediscount¬ 
ing promissory notes and other types of negotiable credit instruments 
which they have received from businessmen. To rediscount a promis¬ 
sory note, the bank endorses it alter having discounted it for its cus- 
tomei. The eifect is the same as if it had borrowed on its own promis¬ 
sory notes. 

The Reserve Banks supply the member banks with currency—^paper 
money and coins—to meet the needs of the business world. When busi¬ 
nessmen need more currency for retail operations, or for payrolls, they 
get it from their banks. If the banks have not enough currency in their 
vaults, they get more by making withdrawals, in the form of currency, 
from their accounts in the Federal Reserve Banks. In order that the 
business world may have enough paper money, the Federal Reserve 
Banks issue Federal Reserve Notes. These notes constitute over 80 per¬ 
cent of our supply of paper money. The Federal Reserve Banks must 
have a 100 percent reserve against these notes, of which not less than 
25 percent is in gold certificates; the rest is in government bonds and 
coynmercial paper (promissory notes and drafts of business firms). 

The Federal Reserve Banks also perform services for others besides 
their member banks. They act as the fiscal agents, or bankers, of the 
federal government. Government funds, such as tax collections, are de¬ 
posited in these banks. When the government wants to pay any of its 
obligations, such as employees’ salaries, veterans’ bonuses, or money 
due on bonds, the Treasurer of the United States draws checks on the 
government accounts with Federal Reserve Banks. These banks also 
help the government do its borrowing by handling the sales of govern¬ 
ment bonds. (Commercial banks also act in these various capacities for 
the government.) Finally, the Federal Reserve Banks have some lim¬ 
ited and incidental relations directly with the business world. 
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Federal Reserve notes make up about 85% of the money in circulation. Be¬ 
sides their formal backing shown in the drawing, they rest upon the credit 
of the United States government. 


Each Federal Reserve Bank acts as a clearing house and collection 
agency for the commercial banks in its district. Going a step further, 
the twelve Reserve Banks maintain an Inter-District Settlement Fund 
for clearing balances due from one Reserve Bank to another. 

In performing these services for the banking community, the Federal 
Reserve Banks have increased the efficiency and safety of our banking 
system. The requirement that the member banks keep their reserves as 
deposits in the Reserve Banks has the effect of pooling the reserves. The 
reserves of the individual banks are brought together in a central insti¬ 
tution, from which they can be channeled to any banks which may need 
them. You have seen how the commercial bank pools the surplus funds 
of businessmen, by holding their deposits; it shifts the funds, by means 
of loans, to businessmen who need the funds. Each Reserve Bank does 
tlie same thing for the commercial banks. It is required to maintain a 
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reserve of 25 percent against its holdings of member banks’ deposits. It 
can lend the surplus funds to member banks. The Reserve Bank thus 
becomes a “reservoir of credit,” from which commercial banks can get 
additional funds, through loans, when their reserves are low. 

Maintenance of Sound Credit Conditions 

There are several ways in which the Federal Reserve System has 
tried to control the amount and kinds of credit used in the coininunit\*. 
One way is through changing the legal minimum reserve ratio for the 
member banks. The lower the minim!im reser\‘e ratio, the more inone}’ 
banks can lend, and the greater the possibility of inflation in the busi¬ 
ness world. Raising the minimum reserve ratio tends to limit the amount 
of loans which can be made by banks, and this may curb inflation. Since 
1936 the recjuired reser\ e ratio has been nearly doubled. 

Another device for control is the rediscount rate, the interest rate 
ciiarged by the Federal Reser\e Banks for loans to member banks. 
Raising the rediscount rate makes borrowing more expensi\ e. and may 
hel]i to check the amount of lending which the member banks do to 
busiiKxssmen. In actual practice, in recent years, the reserves of commer¬ 
cial banks luue been so large that their borrowing from the Reser\’e 
Banks ha\ e been insignificant. The rediscount rate has, therefore, been 
unimportant as a means of controlling credit. 

More important has been a device called open market operations, the 
buying and selling of go\'ernment securities and certain other financial 
instruments b\* the Federal Reserve Banks. When the Reser\ e Banks 
bin' securities from dealers in the open market, the checks pac ing for 
the sc'curities are deposited by the dealers in the commercial banks. This 
increases the reser\es of the commercial banks, and increases their 
lending power. Thus the aim is to encourage the commercial banks to 
expand their loans to businessmen. On the other hand, when the Re- 
serx e Banks sell securities to the dealers in the open market, the dealers 
pay with checks drawn against their accounts in the commercial banks. 
This reduces the lending power of the commercial banks, and is 
intended to discourage business loans. In addition, the Board of Go\ - 
ernors relies upon “moral pressure” and advice to influence the banks of 
the country to follow its credit policies. 

The Federal Reserv e System has also been given control o\ er other 
types of credit than commercial bank loans. The Board of Go\ ernors 
establishes margin re(|uirements for stock-market speculation. During 
the 194()’s, it also regulated consumer loans and installment buying. 

The ability of the Federal Reserve System to control the expansion 
and contraction of credit effectively is doubted by many authorities. 
The Federal Reserve System was unable or unwilling to prevent the 



376 


Money, Credit, and the Price Level [Unit 8 

expansion of credit in the 1920’s. This expansion of credit helped to 
bring about the excessive speculation in securities and real estate, which 
led to the “crash” of 1929. In the 1930’s the Federal Reserve System had 
little success in its efforts to stimulate expansion of credit in order to 
promote business recovery. Experience shows that if the business out¬ 
look is doubtful, businessmen will not borrow, and banks will be reluc¬ 
tant to lend. Plentiful reserves and low interest rates do not, in them¬ 
selves, lead to the use of credit. In good times, when profit-making 
opportunities are substantial, high interest rates do not restrain busi¬ 
nessmen from borrowing. 

Although the establishment of the Federal Reserve System has not 
solved all the problems of our credit system, it has achieved some suc¬ 
cesses. It has improved the efficiency of the banking system in the vari¬ 
ous ways which have been described. By regulating “margins” it helped 
to limit speculation on the stock market during the boom of the I940’s. 
Its regulation of consumer credit also helped to limit inflation during 
this period. The Federal Reserve Banks helped the government to sell 
hundreds of billions of dollars’ worth of bonds and other securities, by 
buying and selling these securities at a fixed price. But the Federal Re¬ 
serve System did not prevent the disastrous deflation of the I930’s, or 
the inflation of the I940’s. 


DicnoNARY OF Economic Terms 


Exercises and Activities 
I 

Board of Governors 
central bank 
commercial paper 
Federal Reserve Bank 
financial panic 


fiscal agent 

interdistrict settlement 
fund 

member bank 
national bank 


open market operations 
pooling of reserves 
rediscounting 
state bank 


II Questions and Problems 

1) Explain the general purposes of a central bank. 

2) Copy and fill in the table below comparing the functions of a com¬ 
mercial bank with those of a Federal Reserve Bank. 


Commercial Bank — Federal Reserve Bank — 

Function for the Businessman for the member bank 

(1) Receives demand 
deposits 

(2) Provides credit 

(3) Provides clearance 
and collection 

(4) Issues money 
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3) List and explain three important ways in which the Federal Reserve 
System contributes to the welfare of business and the general public. 

4) Explain how each of the following actions by a Federal Reserve bank 
can limit the ability of member banks to make loans: (a) the redis¬ 
count rate is raised, (b) the legal reserve ratios are raised, (c) the 
investment of Federal Reserve funds in government securities is in¬ 
creased. 

5) Explain how the Federal Reserve banks provide for clearance among 
banks in different parts of the country. 

6) Explain how the Federal Reserve System has served (a) to pool or 
mobilize reserves, (b) to provide currency in accordance with the 
needs of business, (c) to reduce chances of bank failure. 

7) A Federal Reserve Bank can ‘create member bank reserves” in the 
same way that a member bank can “create deposits.” Explain. 

8) Why has the Federal Reserve System been said to create “a reservoir 
of credit”? 

9) Explain why Federal Reserve control of credit has not been fully 
effective. 

Ill Things To Do 

1) Report to the class on one of the following; (a) the Panic of 1907; 

(b) the first and second “United States Banks” as central banks; 

(c) the Pujo Investigation (1912); (d) the National Banking Sys¬ 
tem, its origin, contributions, and weaknesses. 

2) (a) Find out in which of the three legal reserve-ratio groups your lo¬ 
cality belongs, (b) What are the present legal reserve requirements 
in your locality? 


LESSON 



GOVERNMENT CONTROL OF 
CREDIT 


The Closing of the Banks 

On the fifth of March, 1933, John Jones, having received his weekly 
pay check, went to his bank, as usual, to cash it. He found the bank 
closed. On the door was a notice that all banks in the state had been 
closed until further notice, by order of the governor of the state. Mr. 
Jones went home, wondering how he was to pay his grocer, his tailor, 
and his trolley fare. This scene was repeated many millions of times 
that day in every state in the Union. 

It was the dramatic climax of the financial panic of 1933, the worst 
in our nation s history. During the depression years from 1929 to 1932, 
thousands of banks had failed, and runs on banks had spread like wild¬ 
fire. During the last three weeks of February. 1933, more than a billion 
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Wall Street, heart of the financial section in New York City. 

dollars had been withdrawn from the banks for safer keeping. It had 
become apparent that it was necessary to do something drastic to pro¬ 
tect those depositors who did not withdraw their deposits. Hence the 
governors' orders closing all the banks. 

The banking system was suflFering from a very serious ailment. The 
patient had been patched up on several occasions in our history, par¬ 
ticularly by the National Banking Act of 1863 and the Federal Reserve 
Act of 1913. But these remedies had proved inadequate. The financial 
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panic of 1933 became one of the first orders of business for the newly 
elected President, Franklin D. Roosevelt. 

President Roosevelt and the Congress took emergency measures to 
help the paralyzed economy of the nation. Sound banks were gradually 
reopened under careful control. Loans were extended by the govern¬ 
ment to banks and to business. 

But this was no temporary illness from which our banking system was 
suffering. The money and banking panic of 1933 merely highlighted the 
inability of our banking system to keep businesss going by the proper 
provision of needed funds, the blood transfusion of economics. What is 
more, the banking system had even contributed to the illness of the 
economic system by providing funds for excessive speculation. The de¬ 
gree to which the banks were responsible for the collapse of the patient 
became clearer only after the stock-market crash of 1929 and the finan¬ 
cial panic of 1933 had taken their toll. It became even clearer later on, 
when a Senate investigation disclosed serious weaknesses and indeed 
some corruption and dishonesty in some of our banking institutions. 

As soon as the emergency seemed under control, a series of drastic 
changes in our banking system were introduced. These took two forms, 
closer regulation of the banking system by the government, and the 
beginning of large-scale operations by the government itself in the 
money market. 

Why Banks Fail 

The chart on page 380 shows the number of bank failures in this 
country in recent years. At the beginning of the 1920's this country had 
about 31,000 commercial banks. During the next decade over 5.000 of 
them failed, although this was mainly a period of prosperit^^ Between 
1929 and 1933, a period of depression, almost 10,000 more banks closed 
their doors. Why? 

One reason was mismanagement and ignorance. A large proportion 
of the failures were in small banks managed by individuals with capital 
but with no real training for banking. A second reason was the fact that 
banks in small communities tended to limit their loans and investments 
to one kind, for example, farm mortgages. Specialization in lending to 
one industry meant putting all the bank’s eggs in one basket. Trouble 
in that industry meant that the bulk of the bank’s loans could not be re¬ 
covered quickly enough to repay depositors. A third reason was loss of 
confidence, or panic. The safety of a bank depends on the fact that all 
its depositors do not demand payment at once. When business condi¬ 
tions, rumors, or fear create a run on the bank, no matter how sound its 
policies, no matter how excellent its investments, the bank cannot sur¬ 
vive without help. 
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In general, a bank’s condition depends on how fast its depositors 
(borrowers included) are withdrawing and depositing funds, and how 
fast the bank is making and collecting loans. When borrowers cannot 
repay promptly, the bank may sell the collateral or security pledged for 
the loans, but it may find that it cannot sell this for enough to get back 
the value of the loans. This collateral or security then becomes a frozen 
asset, an asset which cannot be quickly sold at full value. Failure can be 
avoided only if help is received to enable the bank to meet its debts to 


BANK SUSPENSIONS 1904-1945 



The number of bank failures mounted steadily from World War I until the 
nation-wide bank holiday in 1933. The relatively small size of most failed 
banks is shown in the small insert; the average loss per bank was not very 
great. Since the adoption of deposit insurance in 1933, bank failures have 
virtually ended. (Data from Federal Reserve Board) 

depositors. Frozen assets are particularly dangerous for commercial 
banks, because they have to be able to meet large withdrawals of de¬ 
posits without advance notice. 

Bank failures are a serious problem for a number of reasons. In the 
first place, they cause thousands of depositors to lose their savings, or to 
wait long periods while assets “thaw out.” In the second place, they 
cause loss to the bank stockholders, who lose their investments in the 
bank. In the third place, they lead to panic and pessimism which may 
spread to other businesses. As was explained in the last lesson, credit 
links together businesses and banks; bank failure tends to spread until 
nation-wide loss of confidence and depression may result. 

A glance back at the chart on this page will reveal that today there 
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are practically no bank failures. The measures taken to bring this about 
have involved increasing government regulation. 

Closer Regulation of the Banking System 

The remodeling of the banking system took place primarily through 
the Banking Acts of 1933 and 1935. 

Deposit insurance was initiated through the Federal Deposit Insur¬ 
ance Corporation (FDIC). Banks in the Federal Reserve System were 
required to join, and others, including savings banks, were invited to 
do so. Banks which are members of the FDIC pay a premium equal to 
a certain percentage of deposits. Depositors are guaranteed payment of 
their deposits, up to $10,000 in any one bank. For most consumers and 
wage-earners this is more than enough, although not for business firms 
with large accounts. When a member bj^.nk fails, the FDIC takes over 
its operations, and sells its assets gradually; that is, the FDIC liquidates 
the bank. The fact that deposits are guaranteed tends to prevent panic 
and runs, and helps keep failure from spreading. 

Other measures were adopted to protect depositors. The minimum 
capital required for a national bank was raised substantially, thus giv¬ 
ing the depositor greater assurance of adequate reserves. Greater re¬ 
strictions were placed upon bank loans, investments, and speculations; 
for example, a bank may not lend money to its officers. The Federal 
Reserve Board may remove member bank officials who, after being 
varned, continue to violate the banking laws or continue unsound 
practices. 

An attempt was made to achieve greater unity in the financial poli¬ 
cies of the twelve Federal Reserve Banks and the thousands of member 
banks. The Board of Governors of the Federal Reserve System was 
given greater power to centralize control over discount rates, reserve 
ratios of member banks, open market operations, and margin require¬ 
ments. It has been argued that this centralization of power in the Board 
of Governors has given the government the ultimate power over the 
Federal Reserve System. “The Federal Reserve System may now be 
said to be a government institution.”^ 

On the other hand, it must be remembered that our banking system 
still remains decentralized to the degree that there are forty-eight sepa¬ 
rate state banking systems. The reforms just mentioned do not apply to 
the state banks that are not members of the Federal Reserve System, 
and the unified banking policy is also incomplete to this extent. It is 
important to note that the few bank failures that have taken place re- 


^ Ross M. Robertson in Development of Collective Enterprise, by Seba Eldridge 
and Associates, University of Kansas Press, 1943, p. 302. 
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cent!}’ are almost entirely in state banks that are not members of the 
Federal Reserve S}'stem. 

The Government in the Money Market 

As a result of the events of the 1930’s, the government finds itself a 
most important factor in the money market—as lender, borrowed', and 
supervisor. 



Wide World 


The Federal Reserve Building in Washington, D.C. Erected in 1937, this build¬ 
ing is the headquarters for federal control of commercial banking. 

In 1932 the Reconstruction Finance Corporation (RFC) was created 
by the Federal government, under President Hoover. It w^as originally 
an agency mainly for lending funds to banks, insurance companies, and 
railroads, to help them at a time when these industries were facing fi¬ 
nancial diflBculties. During Roosevelt's presidency its activities were en¬ 
larged to aid farming and other industries and governmental agencies, 
such as housing agencies. During the war it lent large sums to various 
businesses which needed capital to increase their facilities for war pro¬ 
duction. The RFC may make a business loan only if such a loan is not 
available on reasonable terms through private banks. 

Farmers, home owners, and low-income city dwellers have been 
aided by a series of New Deal laws. The government established the 
Farm Credit Administration (FCA), which combined and expanded 
the various lending services for farmers. It has also helped farmers to 
reduce their mortgage debts, by exchanging their old mortgages for new 
ones w ith lower principal and interest charges. Similar help in meeting 
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mortgage debts has been given to homeowners in the cities through the 
Flome Owners Loan (Corporation (IIOLC). The Federal Housing Ad¬ 
ministration (FHA) guarantees mortgage loans made by banks for 
housing construction and improvement, thus making it easier for home 
owners to obtain such loans. The United States Housing Authority 
(USHA) has made loans and grants to local public-housing agencies 
for low-cost housing projects. 

The lending operations of the government have been extended to 
other countries. The Export-Import Bank was established in the 1930’s 
to lend money to gox ernments of other countries. This money was to be 
used by foreign gox ernments to finance purchases from American busi¬ 
nessmen. 

At the same time the go\'ern;nent has become the greatest borrower 
in the country. By the midcentiirv, the amount of the national debt was 
about 250 billion dollars, as compared with 175 billions owed by all 
private business firms. Government bonds are an important in\ estment 
opportunity for all kinds of investors—individuals, banks, insurance 
companies, industiial c()ri){)rati()ns, and nonprofit institutions of all 
kinds. 

Tin: Proiblem of Government Control 

The moneij market —a market in which individuals, business and 
banking firms, and governments loaned and borrowed funds—was 
once almost exclusi\el\’ a private market. The financial operations of 
the go\ eminent were a relatively small factor in the money market. 
Now the gox ernment is on both sides of the mone\' market; it is a big 
lender, and the biggest borrower. The go\'ernment is in a position to 
dominate both supply and demand in the money market. “Perhaps no¬ 
where in the whole of the New Deal measures do we find such defi- 
niteh^ affirmati\x' action breaking so completely with the old way of 
doing things as in the establishment and de\’elopment of the go\ern- 
mental credit agencies.”" 

As a lender, the government can influence the supply of credit avail¬ 
able to borrowers. It can encourage expansion and contraction of busi¬ 
ness operations, by increasing and decreasing its lending operations. It 
can influence the de\'elopment of specific industries by lending, or re¬ 
fusing to lend, to businesses in any industry. During the war. for ex¬ 
ample, it encouraged expansion of the aluminum industry by supplying 
capital to businessmen who wished to enter that industry. After the war 
it refused to lend funds to another businessman who was trying to get 
into the automobile industry. Our government can even influence eco- 


2 Ibid. 
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nomic developments in other countries through its loans or refusal to 
make loans. 

The go\'ernment can also influence the interest rates charged in the 
money market. By lowering or raising the rates on its own loans to 
farmers, businessmen, and home owners, it sets the standard. The rates 
charged by banks on mortgage loans have been lowered in recent years 
largely as a result of the operations of various government agencies. As 
a borrower, by controlling the market price of government bonds (usu¬ 
ally through sales and purchases by the Federal Reserve Banks), the 
government can also influence the interest rates charged by banks. Un¬ 
der certain circumstances this can influence the amount of lending by 
banks for speculation and investment. 

This indirect control is in addition to the many direct methods of 
government control of the credit and banking system which have pre¬ 
viously been described. 

There has been much controversy about the extent and the desirabil¬ 
ity of this governmental control of credit. Some regard this develop¬ 
ment as a serious invasion of private enterprise. If the government in¬ 
terferes for the purpose of bringing down interest rates, it reduces the 
rate of earnings on private investments. If it makes loans to various 
industries, it may be able to decide who shall, and shall not, be in busi¬ 
ness; and how much competition or monopoly there shall be in any 
industry. Government control of credit, in the opinion of certain critics, 
is leading us toward socialism. 

Others say that, on the contrary, government control of the money 
market is for the benefit of the business world and for the general wel¬ 
fare. The government can, if it wishes, increase the supply of capital at 
low rates of interest, thereby encouraging industrial development. 
Through its borrowing and lending, it may help to create business and 
employment at times when we are threatened with depression. It can 
also regulate competition and monopoly, by lending or refusing to lend 
money for business expansion. It has similarly lent money for slum 
clearance, for rehabilitation of submarginal farmers, and for other broad 
objectives. 


Exercises and Activities 
I Dictionary of Economic Terms 
deposit insurance frozen assets money market 

II Questions and Problems 

1) (a) What events indicated the need for a reform of our banking 
laws in the I930’s? (b) List and explain three ways in which banking 
laws were revised to increase the security of depositors. 
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2) Explain the system by which bank deposits are insured. 

3) (a) What were the aims of the Banking Acts of 1933 and 1935? (b) 
What were the main provisions? 

4) “The federal government became the most important single factor 
in our banking system.” (a) Explain, (b) List and explain the aims 
and services of at least three government lending agencies. 

5) Explain briefly the functions of each of the following: (a) RFC, 
(b) FCA, (c) HOLC, (d) FHA, (e) USHA, (f) Export-Import 
Bank. 

6) It has been said that since the 1930’s the money center of the coun¬ 
try has moved from “Wall Street to Washington.” (a) Explain. 

(b) In your opinion is this a desirable shift? Explain. 

7) State arguments for and against making membership in the Federal 
Reserve System compulsory for all commercial banks. 

8) Which agency should have more control over the credit of the na¬ 
tion, the Treasury Department or the Board of Governors of the 
Federal Reserve System? Give your reasons. 

9) (a) Explain the chief reasons for bank failure, (b) Why have bank 
failures been most common among small banks in rural areas? (c) 
Why is a high rate of bank failure a problem for the whole nation? 

Ill Things To Do 

1) Organize a symposium on “The Proper Role of the Government in 
the Money Market.” 

2) Read and report on (a) Money Changers vs. the New Deal by Harry 
Elmer Barnes (Long & Smith), (b) The Banking Crisis: The End of 
an Epoch by Bogen and Nadler, an interesting and simple account. 

(c) Other Feople*s Money by Louis D. Brandeis (Stokes). The late 
Associate Justice of the United States Supreme Court wrote about 
the small group of bankers who he claimed dominated the economic 
life of America. (For advanced students.) 
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LESSON 


MAN AND LAND 


Man and Nature 

All recorded history testifies to the reliance of man upon the land. 
The Biblical story of creation made man the last in the order of creation 
so that he might have the fruits of the earth to support him. The passage 
of the children of Israel to the land of Canaan was a search for the 
promised land “flowing in milk and honey.” The mass migrations of an¬ 
cient times were movements of people from the leaner parts of the 
earth to the fertile plains and river valleys. The untouched lands and 
gold mines of the N ^w World drew men as a magnet, despite the hard¬ 
ships of life in a wilderness. In our own country, the “westward move¬ 
ment” to the unsettled frontier was a tremendous factor in shaping our 
political and economic development. 

In the days before the Industrial Revolution, when farming was the 
chief occupation, most people could easily see that their welfare de¬ 
pended directly upon the land. Today, surrounded by machines and 
factories, it is easy to forget that modern civilization rests ultimately 
upon the land and other natural resources. A natural resource is a nat¬ 
ural factor which man is willing and able to control and put to use. Our 
foods and most of our clothing are treated products of plants and an¬ 
imals. Artificial and synthetic products depend upon natural raw ma¬ 
terials. Rayon is made from wood pulp or cotton linters. Nylon is made 
from coal, air, and water. Plastics are made from agricultural or mineral 
raw materials. Our homes are made of wood, steel, brick, stone, or glass 
—all of them, in their raw state, bounties of nature. From the waters 
come seafood, sponges, fur-bearing animals, chemicals, fertilizers, and 
salts. Even insect life gives us honey, shellac, silk, and other products. 
The very air we breathe yields oxygen, nitrogen, and other gases which 
man extracts for use in factory products. The waterways make highways 
for travel. Fall of water from the mountains to sea level is turned into 
light, heat, and power. This country has been specially blessed by na¬ 
ture. We have level and fertile soils good for farming, timbered slopes 
good for saw timber, underground pools of oil and deposits of other 
minerals, and large areas with an invigorating climate. DiflFerent combi¬ 
nations of rainfall and temperature support a wide variety of crops. An 
irregular coastline provides good harbors. Lakes and slopes make for 
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The industrial revolution stimulated migration to cities by reducing the need 
for farm labor and by creating job opportunities in cities. (Census Bureau) 


outdoor recreation. Nature, however, sometimes presents another face. 
A large area becomes a distance to tra\ el. Mountains and rivers yield 
power and transportation, but also create barriers to travel, and may 
produce floods. Rainfall and sunshine make possible the growing of 
crops, but an excess of moisture and heat may cause discomfort and dis¬ 
ease. Nature can sometimes be an enemy, a force to conquer, rather 
than a bestower of gifts. In using natural forces, man must be sure 
not to upset the delicate relationships among natural factors, and 
thereby unleash the less kindly aspects of nature. Cutting forests and 
plowing grasslands have removed nature’s controls over the run-off of 
rainfall, and have caused floods, soil waste, and water loss. 

The gifts of nature are not evenly distributed over the earth. Much of 
the earth’s surface is too mountainous or too dry to support a settled life 
based on farming. Therefore there has tended to be a migration of peo¬ 
ple from rocky hills and deserts to the fertile plains and well-watered 
river valleys. The thin, rocky soil of New England was an important 
reason for the migration of many early colonists to the rich, open prai¬ 
ries of the Middle West. In an industrial society, people tend to migrate 
to places where jobs are available. The presence of resources such as 
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coal and iron has been a factor in the concentration of population, be¬ 
cause our machine industries are dependent upon easy availability of 
power resources. Great Britain, Western Germany, and the Northeast¬ 
ern part of the United States are regions in which power and iron re¬ 
sources ha\ e attracted vast concentrations of population. 

The tendency for industries to establish themselves where the condi¬ 
tions are most favorable is referred to as the localization of industry. 
Farming tends to localize where the soil is fertile, while manufacturing 
industries are established where power, raw materials, and markets are 
available. Good natural means of transport by way of rivers and oceans 
has also been a factor in the location of many cities. This availability of 
transport was what first made New York City a center of population. 
Climate can be a factor in industry as well as in agriculture. The motion- 
picture industry found the prevailing dry, sunny weather, plus the wide 
variety of scenery, important factors in locating in Southern California. 
The earh’ textile mills located in New England because of the presence 
of water-power sites and because a damp climate made textile manufac¬ 
ture easier. Florida and other places owe much of their population to 
the drawing power of climate for recreational purposes. 

Natural factors and natural resources, then, are fundamental in ex¬ 
plaining the concentration of population. Although custom, personal 
taste, nearness to markets, and schools also help to explain the location 
of population and industries, the underlying reason is often some good 
natural resource. 

Nature makes an important contribution to economic opportunity. 
On the other hand, nature serv es mankind only to the extent that man 
learns to utilize the gifts of nature. For centuries the American Indian 
possessed the North American continent but failed to dev elop a com¬ 
mercial and industrial civilization. The white man brought to these 
shores the accumulated knowledge, skills, and tools of all the previous 
history of the world. He brought with him, too, the wants and desires 
for the tv'pe of goods and the kind of life to which he had become ac¬ 
customed. The gifts of nature in the New World became valuable be¬ 
cause the white man wanted them and knew how to make use of them. 
“A man-less universe,” says one writer, “is void of resources; for re¬ 
sources are inseparable from man and his wants.”^ 

The Law of Diminishing Returns 

Ordinarily, when we talk about land, we refer to the soil upon which 
we build our homes and factories and upon which we do our farming. 
In economics, when we discuss land as a factor of production, we mean 

^ Erich Zimmemiann, World Resources and Industries, Harper & Brothers, 1933, 
p. 3. 
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The Malthusian point of view is expressed in this cartoon. Science may be the 
“modern miracle” keeping world food supply at a high level. 


not only the soil, but also the natural resources which we find on the 
ground, beneath the ground, in the waters, and in the air. All these 
vegetable, mineral, and gaseous substances are part of land. 

Land is combined with other factors of production, such as labor and 
capital, to produce goods. The progress of civilization has been based to 
a large extent on the improvements in methods of applying labor and 
capital to land. For nature resists the eflForts of man to use the land. As 
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we work the land harder, and try to get a greater yield from a given 
amount of land—without increasing the efficiency of our methods—we 
reach a point of diminishing returns. This means that, in a given state of 
technology, as additional units of labor and capital are applied to a 
given amount of land, a point is reached beyond which the increase in 
yield (of crops, minerals, or lumber) becomes proportionately smaller 
than the increase in amount of labor and capital used. Beyond this 
point, each additional unit produced requires an increasing amount of 
labor and capital. If, therefore, other land is available, it does not pay 
to work the farm, mine, or forest beyond the point of diminishing re¬ 
turns. In areas where population is small in relation to the amount of 
land available, labor and capital will be spread thinly over large 
amounts of land, in order to avoid the point of diminishing returns. 
Such methods may cause waste of lands, nines, and forests, but they are 
the result of the law of diminishing returns. 

If additional land is not available and the growth of population 
makes it necessary to work the land beyond the point of diminishing re¬ 
turns, the cost of production in the extractive industries will increase. 
The increasing cost of food crops and other raw materials will tend to 
lower the standard of living of the people. 

The principle of diminishing returns is based on the condition that 
there is no improvement in methods of operation. In the history of our 
technology, there has of course been continual improvement in methods 
of farming, mining, and lumbering. The use of machinery and scientific 
methods has greatly increased the yield of crops, minerals, and lumber 
per acre of land. Such improvements have made the point of diminish¬ 
ing returns appear later, at higher levels of production, and have con¬ 
tributed to the rise of our standard of living. 


The Malthusian Viewpoint 

Ov^er the past 150 years the fact of diminishing returns has caused 
much concern. At the beginning of the nineteenth century, a famous 
economist named Robert Malthus wrote a book about the relation of 
food supply and population. It was his belief that because of the law of 
diminishing returns, the food supply could not be increased as rapidly 
as the population was growing. It would be virtually impossible, there¬ 
fore, for the standard of living to be lifted much above a subsistence 
level. In recent times similar views have been expressed by voters, 
sometimes called neo-Malthusians. Thus iar, however, the dire predic¬ 
tions of Malthus have not come true in industrialized regions. 

The events of the past century-and-a-half have shown that popula¬ 
tion does not increase indefinitely. As countries have become industrial- 
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ized and their standards of living have risen, their total population has 
grown; but the rate of increase of population has generally declined. 
Improved living conditions and better medical services have cut down 
the death rate, and the birth rate has declined sharply. 

Another important factor is the extiaordinary technological progress 
of the past two centuries, which has made it possible to advance to 
higher production levels before reaching the point of diminishing re¬ 
turns. Improved machines and methods have increased the yields from 
our farms, mines, oil wells, and forests. Scientific breeding has given us 
plants which can better resist insects and drought, and animals which 
grow faster and are healthier. 

Improved seeds, scientific soil analysis, and the development of new 
and better commercial fertilizers have raised yields per acre in use. Im¬ 
proved processes of manufacture have reduced the waste of raw 
materials. Refrigeration, speedier transportation and communication, 
improved storage facilities, all have cut the losses from carrying over 
surplus crops from year to year. Improved machines of all kinds and ex¬ 
tended scientific knowledge about their use have reduced the wastes in 
the consumption of fuels like coal and oil. Water-power development 
has offset the scarcity of mineral fuels. 

Science and technology ha\ e increased the supply of land and other 
natural resources. Irrigation projects in the Colorado and Columbia val¬ 
leys, for example, have converted thousands of acres of wasteland into 
fertile farmland. Modern methods of exploration have uncovered new 
sources of oil and other minerals. 

Artificial and synthetic products made from waste materials have in¬ 
creased our supply of goods; rayon, nylon, plastic, and rubber are cases 
in point. Today we stand upon the threshold of an atomic age in which 
the ability to split the atom holds the possibility of a new industrial rev¬ 
olution. 

It would be wrong to assume that land, in the economic sense, is no 
longer scarce, and that the fears of the neo-Malthusians can be lightly 
dismissed. In some parts of the world the margin between life and 
death is still a very thin one. The challenge to bring the benefits of the 
industrial revolution to all corners of the earth still faces us. 


Exercises and Activities 
I Dictionary of Economic Terms 

localization of industry natural resource 

point of diminishiiTg returns 
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II Questions and Problems 

1) Show by examples from your own community that natural conditions 
affect the way in which people make their living. 

2) Show by examples that natural conditions affect people living in 
cities as well as in rural areas. 

3) (a) Explain what is meant by “localization of industry.” (b) Give 
at least two examples of industries whose localization has been de¬ 
cided mainly by natural factors. 

4) Explain why uranium ores were not “natural resources” 100 years 
ago but are today. 

5) The dictionary defines “land” as “the solid part of the surface of the 
earth as distinguished from water. . . .” How does this definition 
differ from that used in economics? 

6) Explain how the fact of diminishing returns helps to explain the fol¬ 
lowing (if possible, give an example in your explanation): (a) why 
people have migrated, (b) Malthus’ theory, (c) the need for con¬ 
servation. 

7) (a) We frequently hear of areas being referred to as “overpopulated” 
or “underpopulated.” Explain what these terms mean, (b) Writers 
have used the term “the carrying capacity of the land.” What does 
it mean? 

(S) “The difference between the neo-Malthusians and their opponents 
boils down to optimism or pessimism about the advancement of sci¬ 
ence and our ability to apply it.” Explain. 

9) What relationship is there, if any, between the principle of propor¬ 
tionality (see Lesson 21) and the law of diminishing returns? 

Ill Things To Do 

1) Geography is the subject which traces the relationships between na¬ 
ture and man. Read in any geography text the section on “Geo¬ 
graphic Controls” and report to the class. 

2) Students of history will find profitable reading in works showing how 
historical events depend on natural conditions. Examples of briefer 
works are Geography and World Power by James Fairgrieve (Dut¬ 
ton) ; An Outline of Political Geography by J. F. Horrabin (Knopf); 
and The Geography Behind History by G. East (Nelson). 

3) Look up and report to the class on the meaning of geopolitics. 

4) Read and report on (a) The Road to Survival by William Vogt 
(Sloane, 1948). A current and readable presentation of the neo- 
Malthusian point of view, (b) Human Breeding and Survival by 
G. J. Burch and E. Pendell (Penguin Books, 1947). (c) Man and 
Food—the Lost Equation, Headline Book No. 73 (Foreign Policy 
Association, 1949). A brief pamphlet, (d) The first two chapters, 
covering only 19 pages, in An Essay on the Principle of Population 
by T. R. Malthus (Everyman Edition, Dutton). These chapters pre¬ 
sent Malthusian principles. Advanced readers may be interested in 
this book. 
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RESOURCES 


LESSON 

Factors in the Waste of Resources 

At almost regular intervals newspapers and magazines carry warn¬ 
ings that the reserves of this-or-that mineral are being used up, and that 
in so-many-or-so-many years they will have disappeared. Agricultural 
soil, we are told, is being washed into the ocean, and the forests are 
being burned up and chopped down. To some people these predictions 
are like the cry of “Wolf!” in the fairy tale. They point out that the pro¬ 
duction of oil is greater than ever, and that the farm problem is surplus, 
not scarcity. They have confidence in the ability of the scientists to find 
new sources of power and raw materials to replace those which may be¬ 
come exhausted. But other people remember that in the fairy story the 
wolf finally did appear, and because the warning fell on deaf ears, he 
did eat up the sheep! 

The chart on page 397 shows the relative exhaustibility of American 
reserves of minerals. The fuels, because they are needed in manufactur¬ 
ing and transportation, are of particular importance. 

The intelligent use of resources means slowing up the rate at which 
the scarcest resources are being used, by substituting the use of the 
more abundant ones. Thus one value of developing water-power re¬ 
sources lies in the fact that they will slow up the rate at which coal and 
oil will be used. 

Another factor which influences the waste of resources is the method 
used in extraction. Vast amounts of fertile soil have been ruined be¬ 
cause of careless farming practices. Millions of tons of coal have been 
wasted by fires, by flooding, and by incomplete working of valuable 
veins. Billions of cubic feet of natural gas have been permitted to blow 
oflF into the air. Lumber companies have often unnecessarily stripped 
the forests. This waste in the extractive industries has been greatest 
where conditions of cutthroat competition have encouraged the process 
of “skimming the cream.” Careful methods of extraction cost money. 
When selling prices are low, farmers, miners, and lumberers are likely 
to skimp on conservation practices. 

A third factor is the method used in processing the product which is 
extracted. Faulty methods of manufacturing, inefficient machines, and 
backward technology cause waste of resources. The ancient boiler takes 
more coal than the boiler with higher fuel efficiency. Many factories 
throw away valuable waste products. George Washington Carver, 
working with the lowly peanut, demonstrated what could be done with 
waste materials formerly considered useless. 

A fourth factor is the twin factor of optimism and ignorance. A lack 
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of worry about the future, and a selfish consideration only for the pres¬ 
ent, are contrary to wise resource use. Ignorance leads to poor resource 
use, to poor methods of extraction, and to inefficient methods of proc¬ 
essing. Above all is its accompaniment of wanton carelessness; for ex¬ 
ample, the flicked cigarette, or the spark from the unguarded fire, that 
sets off the forest fire or mine explosion. 


DOMESTIC MINERAL RESERVES IN 1944 

NUMBER OF YEARS THEY WILL LAST AT 1935-39 RATE OF USE 

AND PERCENT OF RESERVES LEFT 

NO. OF YEARS 
SUPPLY 

LEFT 

MINERAL 

PERCENT OF RESERVES LEFT 




INDEFINITE 

MAGNESIUM 


INDEFINITE 

NITROGEN 


4,300 

BITUMINOUS COAL 

i 

INDEFINITE 

SALT 

1 

805 

PHOSPHATE ROCK 


117 

POTASH 


422 

MOLYBDENUM 


111 

IRON ORE 


48 

NATURAL GAS 


195 

ANTHRACITE COAL 


55 

SU'.PHUR 


40 

FLUORSPAR 


4 

ANTIMONY 


18 

PETROLEUM 



COPPER 



ZINC 



TUNGSTEN 


2 

MANGANESE 



BAUXITE 



VANADIUM 



CHROMIUM 



GOLD 



LEAD 



SILVER 


HKI 

MERCURY 

!—1-1_ 1 _1_1_1_1_ 1 _1_ 


-E - 1 -1_I_I_I_1_ 1 _ I _ 1 _ I 

0 10 20 30 40 50 60 70 80 90 100 

percent left 


Estimates of mineral reserves and their length of life have frequently been 
in error. Nevertheless, the need for conservation of strategic minerals is ap¬ 
parent from the table. (Data from The Index, N.Y. Bank and Trust Co., Win¬ 
ter, 1946) 


A fifth factor has been an excessive rate of use of resources because of 
wars. The rate of production of farms and mines has had to be speeded 
up to produce materials of destruction, thus speeding up the rate of re¬ 
source use. Worst of all, wars have directly destroyed the farm lands, 
forests, and mines of many countries. 


Soil Exhaustion and Erosion 

The damage to this country’s soil has indeed been frightening. Much 
of the nation’s topsoil has been washed into fhe sea, and the poorer soil 
































398 Natural Resources and the Farm Problem [Unit 9 

left behind yields a smaller crop for a given amount of elf'ort. The facts 
about soil damage are stated in the chart below. 

Soil, the source from which plants draw food and water, may be de¬ 
stroyed by two general processes. The first process leaves the soil intact, 
but removes essential plant foods, or nutrients; this is soil exhaustion. 
E\'ery time a crop is har\’ested or land is used for grazing, the soil loses 
some of its cliemk^d elements. If the chemicals are not restored through 


EXTENT AND DEGREE 
OF ERC!:iON -1934 



SLIGHT . . 'es: ‘ 
MODERATE i-is 2 
SEVERE . . r-cro 
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EROSION AND PRODUCTION PER ACRE 



NO EROSION 





PARTIALLY ERODED 





B/ -lY ERODED 


K _I 

EACH EAR REPRESENTS FuE BUSHELS 


The graph on the left reveals that by 1934 soil erosion had made serious 
inroads upon soil fertility. (Data from Yearbook of Agriculture, 1938). The 
effect on crop yields is shown in the graph at the right. Erosion of soil means 

reduction of the food supply. (Little Waters, Soil Conservation Service) 

the aj^plication of fertilizers, or through the planting of crops that re¬ 
store the chemical elements, the soil eventually becomes exhausted. 
This occurs especially in a system of one-crop agriculture; planting the 
same crop vear after year hastens the loss of plant foods. This is the 
reason for the large amount of worn-out soil which is to be found in the 
Southeastern part of this country. Soil exhaustion can be largely pre- 
\ented, not only through the use of fertilizers, but also through crop 
rotation. This means that chemical-restoring crops, such as legumes, al¬ 
falfa, and beans, are alternated with the regular crops, so that the vital 
chemicals are restored to the earth. 

Soil exhaustion also results from leaching, which is the dissolving and 
washing downward of the minerals to the subsoil, beyond the reach of 
the roots of the growing plants. Leaching is always taking place, but it 
is hastened by excessive rain, and by deep plowing which makes the 
flow of water easier. It is because of leaching that the rainiest f)ortions 
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of the earth, like the Amazon Valley, are generally those with the poor¬ 
est soils. 

The second process by which soil is spoiled is more drastic and dan¬ 
gerous than soil exhaustion, which at least leaves the soil intact and 
capable of being improved. Soil erosion is the actual removal of topsoil, 
by its being washed or blown away. When the natural vegetation, trees 
or grass, is removed by farmers, and the land is plowed, the fine particles 



Soil Conservation Service, photo by Oliver 


Corn cultivation leaves sloping soil open to erosion. The slope in this field 
was about 20 ^'(. Notice the complete absence of binding soil cover between 
the rows of corn and the silt and sand deposited, to a depth of 8 to 15 
inches, at the base of the slope. 


of soil are exposed to rain and wind, and the process of erosion is 
speeded up. In rainy areas the rain washes the soil into brooks, rivers, 
and on to the sea. As the topsoil is carried away, rain cuts gullies into 
the subsoil and leaves it unlit for any use. 

In drier areas the wind blows ofiF the fine topsoil and deposits it as 
silt in wells, lakes, and reservoirs, or drops it as a sandy cover over good 
farm lands. Once land is eroded, the natural protection against floods is 
removed. The fall and flow of water is not retarded by leaves, grass, or 
roots, and the run-off to the river is hastened. 

Various methods for preventing erosion have been developed. Where 
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the slope is too great, or land has already been eroded too far, replacing 
the natural vegetation—trees (reforestation) or grass—may be needed. 
Farmers are being urged to plant trees and grasses on steep slopes as a 
means of checking the flow of water. Cover crops, such as alfalfa and 
clover, not only make good pasture, but restore minerals to the soil, and 
also bind the soil in such a way as to prevent erosion. Where farming is 



Photo by Lowary 


Alternate strips of close-growing crops and cultivated crops help to retain 
the topsoil and retard erosion. Note, too, that the plowing and planting 

followed the contour. 

being done on hilly land, the farmer can check erosion by the use of 
contour plowing, that is, by planting the crops in lines which go more 
or less horizontally around the slope, instead of in straight lines up and 
down the slope. The horizontal ridges resulting from contour plowing 
check the downward flow of water. Where gullies already exist as a re¬ 
sult of erosion, small ‘check-dams’' can be used to hold up the water, or 
the gullies can be filled and reclaimed for cultivation. Wind erosion can 
be lessened by planting rows of trees as windbreaks. 

Saving the Forests 

The cry of “Timber!” has been closely associated with the progress of 
the American people across the continent. In the days of the pioneer, 
the forest was a barrier which had \o be removed by cutting and burn¬ 
ing to make room for farms and cities. Now the forest has become a 
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vanishing resource. The original 900 million acres of forest have been 
reduced by more than half, and much of what is left is of inferior 
quality. 

Until recent years the American lumbering industry was regarded as 
one of the most wasteful industries in the country..The supply of lum¬ 
ber seemed so great that little thought was given to the future. Only 
the best trees were cut for lumber, with the result that much of the 
forest was allowed to go to waste. Trees were cut well above the 
ground, and valuable lumber was left in the stumps. There was no 
large-scale, systematic planting of seed trees to provide new forests for 
the future. Unused stumps and branches were left in haphazard fashion, 
making a fire hazard. Cut forests were used as grazing lands; when the 
animals had consumed the vegetation, conditions were ripe for floods 
and soil erosion. To a large extent, those wasteful practices resulted 
from the pressure of competition and the eflForts to keep costs low. 

Not all the blame for the disappearance of lumber resources can be 
placed on the lumber companies. Forest fires destroy huge amounts of 
timber every year, in addition to fish and game. Another danger is the 
variety of tree pests, which in a few years can wipe out large quantities 
of a particular kind of tree. 

It is hardly necessary to point out the reasons for concern about the 
rapid destruction of our forests. Lumber has been important as a fuel, 
as a building material, as the raw material for paper, and as a source of 
many chemical products. The growing scarcity of good lumber has in¬ 
creased the cost of housing, furniture, wooden boxes, paper, and many 
other articles. Forests also help to control the flow of water, thereby 
preventing floods and soil erosion. They help to preserve wild life, and 
bring recreation and beauty into the lives of many people. 

During the past few generations there has been a belated attempt to 
save the American forests. The federal government—likewise, a number 
of state governments—have developed a Forest Service, which main¬ 
tains a fire patrol, protects wild life, and studies methods of preventing 
insect damage to trees. Some of the lumber companies have adopted 
sustained-yield forestry, which means planning the cutting of ripe trees 
and the planting of seed trees in order to maintain a permanent lumber 
reserve. The government has begun a program of reforestation, or 
planting new forests on public lands. Meanwhile, the dependence on 
lumber is being reduced by the increased use of substitutes for wood, 
such as lightweight metals and plastics. 

The Conservation Movement 

In this country, so rich in its heritage of untouched resources, it was 
natural that the land and other natural resources should be wastefully 
used. Early land policy was directed toward disposing of the public 
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lands in such a way as to encourage their settlement and exploitation. 
Only since 1890 has conservation of resources —planned use and re¬ 
placement of resources—become our policy. A law providing for the 
setting aside of forest preserves (1891) was the first concrete evidence 
of this policy. The Forest Service was established to guard the public 
forests. President Theodore Roosevelt extended the program and gave 
it the publicity and prestige needed to engrave it on the public mind as 
a national necessity. The Newlands Act of 1902 provided funds for the 
construction of irrigation dams to increase the amount of usable farm 
land. Laws were passed in later years to regulate the sale and use of 
public lands, containing mineral and lumber reserves. 

In the 1930’s the conservation movement was carried much further. 
The crop-control system became an instrument for spreading soil-con¬ 
servation practices. The Soil Conservation Service was organized to 
demonstrate and initiate conservation projects among the farmers, espe¬ 
cially projects for limiting soil erosion. Through the Civilian Conserva¬ 
tion Corps, thousands of unemployed young men were put to work 
planting seed trees, building dams, and in other ways furthering the 
program for controlling floods and erosion. Laws were passed to tighten 
federal control of grazing on public lands in the West. Large sums of 
money were voted for the building of dams and levees to reduce flood 
damage. 

TVA AND Regional Planning 

The valley of the Tennessee River includes over 40,000 square miles 
in seven states. It is part of the Ohio River Valley, because the Tennes¬ 
see finally flows into the Ohio; and it is part of the Mississippi River 
Valley, because the Ohio is a tributary of that river. The entire country 
can be divided into major drainage basins surrounding the rix ers that 
flow into the sea, and into subdivisions based on their tributaries. Some 
of these drainage basins have been referred to as possible areas where 
organized planning might be begun—the valleys of the Missouri, Colo¬ 
rado, Columbia, and St. Lawrence. Rivers. The river valley, or drainage 
basin, becomes a unit of resource planning, because the flow of water is 
a more natural basis for such planning than state or other artificial 
boundaries. 

The Tennessee Valley Authority (TVA) is a federal corporation 
charged with the development of the Tennessee River. It is managed by 
a Board of Directors consisting of three persons chosen by the presi¬ 
dent, with the advice and consent of the Senate. 

The Tennessee Valley Authority has the responsibility, first, of keep¬ 
ing the Tennessee River open for navigation, by maintaining a channel 
nine feet deep. This means storing up excess flow in the rainy season 
and releasing it during the dry part of the year. To do this, a number of 
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dams have been built along the Tennessee River and its tributaries. 
These dams create huge storage reservoirs or lakes, which are available 
for recreational purposes. The falling water can be used for the genera¬ 
tion of electric power. Controlling the depth of the channel of the Ten¬ 
nessee is also a measure of flood control, for it holds back the waters 
during the flood season, and releases them when the danger is over. 
Controlling the flow of water also involves reforestation, contour plow- 



The one drainage basin where the most complete resource planning has 
taken place, the Tennessee Valley, is shown in black. The map shows further 
potentialities for resource planning by indicating a division of the country 
into drainage basins which could serve as planning areas. (Map from Na¬ 
tional Resources Planning Board) 

ing, and other measures which help to reduce soil erosion. Farmers in 
the valley have been taught proper methods of farming, so that they can 
cooperate in accomplishing the goals of the project. Thus, the TVA has 
become a coordinated project for control of the land and water re¬ 
sources of the entire Tennessee Valley. Furthermore, it has become a 
project for improving the working methods of the people in the valley 
and for raising their standard of living. 

A problem of major proportions arose over the sale of the electric 
power produced. Private utility companies objected to the direct sale 
of power by the TVA to municipalities. They argued that this would be 
unfair competition for the private companies because the TVA could 
charge part of its costs to navigation and flood control, rather than to 
power production. Moreover, the TVA did not have to pay taxes. Op¬ 
position also arose on the ground that government ownership and plan- 
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ning represented a socialistic experiment, contrary to freedom of enter¬ 
prise. 

The TVA finally purchased the properties of the largest utility chain 
in the region. Today it is serving municipalities and private companies 
alike with cheap electric power. Its costs and rates serve as a sort of 
yardstick to check the reasonableness of private rates. The use of elec¬ 
tricity by the people, farmers, and industries of the Tennessee V^alley has 
increased tremendously. During World War II, government plants for 
the manufacture of vitally needed materials were built in the Tennessee 
River region and the valley became an outstanding area in production. 
This growth of economic opportunity has raised the li\'ing standards of 
the people in the valley. In the fifteen years after the start of the TVA 
project, living standards rose over 200 percent, twice as much as for 
the nation as a whole. 

Not only has the TVA resulted in the improvement of economic con¬ 
ditions in the wide area it affects, but it has become a huge demonstra¬ 
tion project in methods of erosion control and reforestation. Cheap 
power has permitted the exploitation of local phosphate resources to 
supply the fertilizer needed b>' the soils of the region. New forests have 
been planted, giving promise of timber production on a sustained-yield 
basis. Part of the program of erosion control involves substituting 
orchard or tree crops for plowed crops, and will result in a harvest of 
nuts and fruits. The eroded hillsides have been turned into usable pas¬ 
ture for dairy cows, adding income for the farmer. 

This type of regional planning for resource use may be the basic 
conservational measure for the future. Hoover Dam, providing irriga¬ 
tion for the dry lands of the Southwest as well as power, is a federal 
project on the Colorado River. Grand Coulee Dam, on the Columbia 
River, will help reclaim the dry areas of the Columbia River Valley; 
w'hile the Bonneville Dam, on the lower reaches of the Columbia, is 
primarily a power producer. Plans have been discussed for a giant 
project in the Missouri River Valley, to provide flood control, power 
production, and irrigation. Similar development of the Ohio River Val¬ 
ley and the Mississippi River Valley might help to control the devastat¬ 
ing Mississippi floods. 


Exercises and Activities 

I Dictionary of Economic Terms 

crop rotation leaching soil exhaustion 

conservation one-crop agriculture soil erosion 

of resources reforestation sustained yield forestry 

contour plowing 
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II Questions and Problems 

1) Tell how each of the following is related to land use and resource 
conservation: (a) one-crop agriculture, (b) exhaustible and inex¬ 
haustible resources, (c) fertilizer, (d) run-off. 

2) (a) Explain how the T.V.A. came to be a “coordinated project in 
resource conservation.” (b) How does it illustrate “multiple use of 
water resources”? 

3) Our most exhaustible and irreplaceable resources seem to be min¬ 
erals, and among these the most crucial seem to be fuels or power 
resources. Explain why this is a fact of particular significance to a 
highly industrialized nation like the United States. 

4) Explain the effect of each of the following on the supply of natural 
resources: (a) one-crop specialization in farming; (b) extremely low 
earnings and income among farmers; (c) a very high proportion of 
small, tenant farms; (d) cutthroat competition in oil production or 
other mineral industry; (c) heavy taxes on uncut timber lands; 
(f) exceptionally heavy rainfall over newly plowed lands; (g) rapid 
cutting of timbered hillsides. 

5) Explain how each of the following may be partly responsible for re¬ 
source waste: (a) the consumer, (b) the miner, (c) the farmer, 
(d) the manufacturer, (e) the government. 


6) Estimated Reserves of Seven Important Minerals 

PERCENT OF TOTAL WORLD RESERVES 


Area 

Coal 

Iron 

Ore 

Petro¬ 

leum. 

Copper 

Bauxite 

(Alumi¬ 

num) 

Zinc 

Lead 

United States 

45 

34 

35 

22 

3 

34 

35 

U.S.S.R. 

27 

11 

14 

16 

3 

12 

2 

British Empire 
(incl. Canada) 

11 

23 

1 

26 

31 

26 

45 

Other 

17 

32 

50 

36 

63 

28 

18 


The source (National Industrial Conference Board) states that the figures are the “latest available (1947) 
and reflect the postwar situation so far as ascertainable.’* 


(a) Explain why figures such as these are so easily subject to error. 

(b) From the data given, how do the three great powers compare? 

(c) With such great reserves, why is the United States nevertheless a 
great importer of some of these minerals? 

Ill TfflNGS To Do 

1) Read (a) Saving Our Soil by Maxwell S. Stewart (Public Affairs 
Pamphlet No. 14, 1937). This pamphlet summarizes the extent of 
soil erosion, the causes, and the methods of approach, (b) Little Wa¬ 
ters by H# S. Person (Soil Conservation Service, 1935). This pam¬ 
phlet explains in readable fashion, with many illustrations, the prin- 
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ciples of proper land and water use. It incorporates the ideas set forth 
in the documentary film. The River, (c) The Traf^cclii of Waste by 
Stuart Chase (Macmillan, 1925). One of the oldest and still one of 
the best works setting forth the various causes of waste. Chapter 
XII is most relevant, (d) Our Plundered Planet by Fairfield Os¬ 
born (Little, Brown. 194S) is an up-to-date popular treatment of 
the need for conservation, (e) Rich Land, Poor Laud by Stuart 
Chase (McGraw-Hill, 1936). 

2) Write to the Agricultural Experiment Station in \’our state and find 
out what work in conservation is being carried on there. 

3) Prepare a graph showing the facts in the table in question 6. 


LES S 0 X 



THE NATURE OF FARMING 


Farming; A Way of Life 

“The cit\- is a fine place to visit but I wouldn't want to li\'e there'." sa\’s 
the tourist from the country. ‘Great for a vacation, but how can you 
stand it all year long?’' asks the city dweller of the dweller on the farm. 
Each has his accustomed mode or pattern of li\ ing. and to each the 
other’s way of life seems stiange. 

The city^ worker or businessman leaves his home each morning to go 
to work. The income secured from the job or business helps to deter¬ 
mine what kind of li\ ing standard the family can have. But. otherwise, 
there is usually no direct connection between working life and famih’ 
life. The farmer’s working life and family life are close!>* joined. The 
farm is both home and a place of work. All the members of the family 
are likely to share in the daily chores. Only one-fifth of the workers on 
American farms are hired hands. The bulk of the farm work is done by 
the farm operator and his family. Despite some growtli of large-scale 
farm enterprises, the typical American farm is the familij farm, combin¬ 
ing farming and living. 

Farming is not an easy way of life. In 1936 the hours worked by farm 
operators averaged from ten to twehe hours per day during spring, 
summer, and fall, and somewhat fewer in the winter. Even Sunday, the 
day of rest, requires a few hours for milking or other essential chores. 
The city worker is apt to be more of a .specialist in his work; the inde¬ 
pendent farmer must be a jack-of-all-trades. He must know how to care 
for animals, how to choose his fields for planting, which crops to plant, 
when to plant them, when to water, dust, spray, cultivate, fertilize, 
harvest. He must know how to ship his crop, where to ship it and when. 
He must deal with buyers of crops, sellers cf eciuipment, lenders of 
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money. He must have some familiarity with tools and electrical equip¬ 
ment; he must be able to tinker with a tractor motor, fix the water 
pump, patch the roof, paint the bam, and do other odd jobs. 

Although there are many prosperous farmers, standards of living 
among farmers have been lower, on the average, than standards of city 
families (see Lesson 11). Many farm homes lack what city dwellers 
consider elementary comforts. In the 1930's over 80 percent of our farms 
had no running water piped into the home; about two-thirds had no 
telephone; four-fifths had no radio, and relatively few had electricity in 
the home. A notable job has been done by the Rural Electrification Ad¬ 
ministration (REA), a federal agency organized as part of the depres¬ 
sion program of rural rehabilitation, to help farmers secure the use of 
electric power. By 1947, the proportion of farms which were electrified 
had risen to almost 50 percent of the total. Despite the improvements 
resulting from the work of the REA and from wartime prosperity, it has 
been estimated that two-thirds of our farms are still in need of mod¬ 
ernization and improvement. 

Certain groups of farmers have had especially low incomes and living 
standards. One example has been the farm worker or hired hand, whose 
wages have been much lower than the wages of the average factory 
worker. The migratory farm worker, without fixed home, following the 
harvest with each changing season, has been at the lowest level of all. 
Another group has consisted of the sharecroppers of the South. A third 
group has been families eking out a living from submarginal lands: 
lands which require excessive effort and yield substandard income. The 
reasons may be leaching, erosion, exhaustion, or other deficiency. 

Although farm poverty has not been abolished, these rural-slum con¬ 
ditions have been improved. A federal agency created for that purpose, 
the Farm Security Administration (FSA), until its abolition in 1940, 
did much to raise rural living standards. Improved housing, resettle¬ 
ment of farmers from submarginal lands, camps and educational facil¬ 
ities for migratory workers, and loans to tenants for buying land were 
parts of its responsibility. A second factor contributing to improvement 
has been the general program to raise farm prices and incomes, which 
will be discussed in a later lesson. Probably of greatest importance has 
been the improved market for farm products which resulted from the 
war. 

Farming: A Land-Using Business 

In 1946, farm assets were worth over 101 billion dollars. They were 
composed of the following:^ 

■■■, a- 

^ U.S. Bureau of Agricultural Economics, U.S. Department of Agriculture, pre¬ 
sented graphically in Road Map of Industry No. 600, National Industrial Confer¬ 
ence Board, June 1947. 
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Land. 55.7 percent 

Livestock. 9.5 

Machinery and Equipment. 4.7 

Crops. 6.0 

Currency and Deposits. 13.8 

U.S. Savings Bonds. 5.0 

Household Equipment. 4.3 

Other. 1.0 


100.0 percent 

Land is obviously the farmer’s chief asset. Of our total land area of 
almost two billion acres," from one-half to two-thirds is land in farms. 
The bulk of the remainder, as is shown in the diagram on page 409, 
consists of grazing and forest lands and land which cannot be used for 
crops. 

Like the businessman, the farmer must combine his land, labor, and 
capital in proper proportions, according to their relative cost. If land is 
scarce and expensive, whereas labor is cheap, it will pay to use more 
labor. It will be a desirable proportioning because it will secure the 
greatest output per unit of land. Using a great deal of cheap labor on a 
relatively small quantity of expensive land is called intensive farming. 
It is typical of countries where population is high and land is scarce, 
such as Belgium, and other crowded countries of Western Europe. If 
land is relatively plentiful and cheap, while labor is scarce and wages 
high, it will pay to use more land and less labor. In order to accomplish 
this, it is necessary to use machines and capital equipment of various 
sorts to do the work. Spreading labor and capital over a relatively large 
amount of land is called extensive farming. It is typical of newly settled 
countries, where more land is available, and labor supply is less plenti¬ 
ful; as in the United States, Canada, and Australia. Extensive farming 
gives a low yield per acre, compared to intensive farming, but a greater 
yield per man employed. In both cases the aim is to make the scarcest 
factor yield the most. 

Diversification and Specialization 

Most farming involves the production of more than one crop, for a 
number of reasons. When several different crops are raised on the same 
farm, there is diversification of crops. 

Diversification may result from using crop rotation to prevent soil 
exhaustion. Another reason may be the varied nature of the land mak- 

^ City dwellers may need help in visualizing an acre. There are 640 acres to the 
square mile, and an acre therefore contains 43,560 square feet. An acre is slightly 
more than the area contained in a square plot about 200 feet by 200 feet. If a build¬ 
ing lot in your city is 20 x 100, an acre would permit the construction of about 21 
homes on building lots of that size. 
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MAJOR USES OF LAND IN THE 
UNITED STATES-1945 



PERCEWWOK SHO^-N W LARGE CIRCLE ARE OF TOTAL LAND AREA OF THE NATION 
• CROPLAND ACREAGES ARE FOR 1944 


„ additional ROBLIC CRAZINC and FOREST LANDS ARE INCLUDED IN THE LAND RERORTED IN FARMS 

About 60% of the area of the United States is in farms and 

in forest grazing, or land otherwise useless for farming. Less than half the 

lorm Js (o, cp, or coo 

woodland, nonplowable pasture, roads. (U.S. Dept, of Agriculture} 


ing up the farm. The farmer may use his level, valley-bottom land for 
main the sandy soils for a root crop, the hillside for pasture and a crop 

of hay. Poultry and egg production is a “e 

many farms. Much diversification, however, is *e result of a dehberate 
avoiLnce by the farmer of the risk of investing all his laboi and energy 
in a single crop, which may fail to bring a satisfactory market price. 

Despfte the fact that there is a great deal of diversification, there is 
also a tendency to specialize on one crop to bring m a money income. 
Sops Xh are produced for sale are called cash crops and farms 
which produce the bulk of the crops for sale m the market are called 
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commercial farms. Farms which produce only a small proportion for 
sale and the bulk of their crops for direct use by the family are called 
subsistence farms. In the 1930’s about one-eighth of all farm production 
was consumed on the farm by farm families; the goods thus used are 
called “income-in-kind.” About seven-eighths was sold for cash, and 
produced a cash income. This fact indicates that most American farm- 



Bureau of Agricultural Economics 


Natural and economic factors together determine areas of crop specializa¬ 
tion. In each area, however, other farm products are produced. 


ing is commercial farming. The map above indicates the chief regions 
of farm specialization in the United States. 

Specialization results from economic factors as well as from natural 
factors. The farmer tends to specialize in that product which is likely to 
yield him the best return in the market. Southern farmers may be able 
to grow com, which could compete with the corn of Iowa. However, 
they can also grow cotton, which the farmers of the North cannot pro¬ 
duce at all. It pays them better to specialize in cotton, the crop for 
which they have the greatest advantage, and leave corn growing to the 
Iowa farmer. Farmers in Southern California, producing under condi¬ 
tions of irrigation, could grow superb crops of wheat. It pays them bet¬ 
ter, however, to produce truck crops and fruits, which can fill the East¬ 
ern markets during the winter season. This type of specialization is 
often referred to as "the principle of comparative advantage.” The 
chart on the opposite page shows the degree of specialization and 
diversification on typical farms in several difiFerent farming areas. 
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USE OF ACREAGE AND SOURCES OF 
INCOME ON TYPICAL FARMS, 1937-1939 


Acres in 
Average 
Farm 

TOBACCO 133 

(Flue cured) 


DAIRY 113 

(Wisconsin) 


conoN 101 

(Texas) 


CORN 181 
for groin 


WINTER 567 
WHEAT 


PERCENT 
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^ % of Other Crops . 


Lower Bars— 

Income 

% from Specie^ 


The average-size tobacco farm was 133 acres. Only 369f of this acreage 
was cultivated at all (top bar), and only about 5% was used for tobacco, the 
crop specialty. Yet over 80% of the cash income (bottom bar) came from 
sales of tobacco. In the case of other crops, a larger proportion of acreage 
was used, and a smaller percentage of cash income came from tne one 
specialty. (Data from Agricultural Situation, U.S. Dept, of Agriculture, se¬ 
lected issues, 1941-42) 


A further reason explaining specialization is the factor of custom. As 
new crop possibilities develop, or as market conditions change, it may 
be hard to convince farmers to shift to a new crop. For many years 
farmers in the South persisted in planting cotton, although cotton prices 
were falling, and one-crop cotton culture was ruining the soil. There is 
among farmers the same kind of immobility that is found among busi¬ 
nessmen and workers. 


Farm Tenancy 

The farmer’s ownership of his farm is an American institution. Two- 
thirds of this country’s farms are operated by their owners, or inde¬ 
pendent farmers. This is a higher percentage than in most other coun- 
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tries, and is explained by the large amount of free land which was avail¬ 
able in the United States in the nineteenth century. In recent times, 
however, there has been a growth in the number of tenant farmers, 
who rent their farms from landowners. In 1945, 30 percent of American 
farms were operated by tenants. This represented a sharp decline, how¬ 
ever, from 42 percent in the 1930’s, when many farmers had lost the 
ownership of their farms, and had become tenants. But wartime pros¬ 
perity enabled many tenant farmers to buy farms. Many tenant farmers 
took jobs in the factories and shipyards, and left the farms to be op¬ 
erated by the owners. Government loans have also made it easier for 
tenants to buy land. 

Often the tenant farmer pays the landowner a fixed rent in cash. 
Sometimes—and this is particulc^rly true in the cotton-growing regions 
—the rental contract may provide for the rent to be paid in kind, out 
of the crop raised by the tenant. Tenants who pay rent in the form of a 
share of the crop are called sharecroppers. The contract usually calls 
upon the landlord to provide the tenant with land, living quarters, seed, 
equipment, and perhaps a mule. The more the landlord provides, the 
larger the share of the crop which must be paid to the landlord by the 
tenant. The rental charge may be from one-third to two-thirds of 
the crop. In effect the sharecropper is little different from a hired hand; 
but whereas the hired hand gets a definite wage, the sharecropper’s 
gains depend upon weather and market conditions. 

Some tenant farmers are as well off as independent farmers, or bet¬ 
ter off. To a large extent, however, farm tenancy has been associated 
with poverty. This has been particularly true in the case of the Southern 
sharecroppers. Especially in periods of low farm prices, sharecroppers 
often owe more at the end of a season than they can realize from their 
share of the crop, and need credit to get through the winter and start 
the next season’s planting. The living standards of sharecroppers in 
the South have been close to the lowest in this country. 

Farm tenancy is a problem also because it tends to block the use of 
soil-conservation methods. The tenant farmer is interested in making as 
much out of his farm as possible, and does not worry about preserving 
the fertility of the soil for the future. He is unlikely, therefore, to rotate 
his crops or to invest in soil-conserving improvements, unless some in¬ 
ducement to do so is given him by the landlord or the government. 

Farm Debt 

Throughout American history, farming and debt have gone together, 
because American farming has been based on the ownership of land. 
Land is a fairly expensive commodity, and is not usually paid for fully 
in cash. Most buyers borrow money to provide part of the capital 
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needed. They are able to borrow easily on land purchases because, by 
means of a mortgage, they are able to give the land as security. Loans 
secured by mortgages on real estate run for long periods of time, as long 
as twenty or twenty-five years. When we speak of the farmer's need for 
long-term credit, we are referring chiefly to loans based on mortgages 
on farm lands and buildings. High interest rates have been a common 
cause for complaint by farmers. In 1916 and 1923, an extensive system 
of government-supported banks was organized to meet farm needs for 
credit. These banks were coordinated in the 1930's under the Farm 
Credit Administration (FCA). 

When farm prices and incomes are rising, there is a tendency for the 
price of farm land to rise. The farmer thus has a double opportunity to 
profit from rises in the prices cf the products he produces. His income 
rises, and the price he can receive for Lis land—if he wishes to sell his 
farm—also rises. By the same token, shrinking farm prices double his 
possible losses, as his income drops, and his land shrinks in value. 

Throughout American histor}% countless numbers of farmers have had 
the unfortunate experience of trying to maintain high-cost farms out of 
shrunken incomes. In most periods of rising prices of farm products, 
farmers have expanded their debts, in order to buy more land, put up 
new buildings, and buy machinery and equipment. The result in such 
cases is an increase of the total amount of debt and of the interest and 
installment payments. At the same time, the taxes on the farm are likely 
to go up, because of the higher value of the farm. Hence, a period of 
high prices for farm products tends to bring about a rise in the over¬ 
head costs of farm production. 

As long as the prices of farm products remain high, farmers' incomes 
are large enough to meet the increased expenses. When these prices 
drop, it becomes increasingly diflBcult for farmers to make the required 
payments to the banks and fann-machinery firms. When the situation 
becomes acute, the banks and other creditors may find it advisable to 
foreclose the mortgages they hold, and take possession of the farms in 
order to collect their loans. 

The chart on page 414 shows changes in land values during periods of 
rising and falling prices. It will be observed that the number of fore¬ 
closures was greatest when land values were shrinking most. During 
World War I, the rise in farm prices caused an overexpansion in farm¬ 
ing, in land values, and in farm debt. x4fter the war, the drop in demand 
and decline of prices brought with it a shrinkage in land values and a 
rise in the number of foreclosures. 

By 1933, the situation had reached the proportions of a crisis. As part 
of the New Deal program, a moratorium, or legislative postponement 
of mortgage payments, was declared. The Farm Credit Administration 
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was established to coordinate the various federal agencies granting farm 
credit, and to liberalize credit terms. It reduced the mortgage debt of 
thousands of farmers. It oflFered banks, insurance companies, and other 
holders of farm mortgages, government bonds in place of the mort¬ 
gages. The mortgagees were glad to exchange the mortgages for secure 
government bonds. The FCA then reduced the principal and interest on 
the mortgages it had taken over, thus lightening the financial burden of 
the farmers. 


LAND VALUES, NUMBER OF SALES, 
AND FORECLOSURES, 1912-1944 



and down together. Rising land values are a response to rising prices of 
farm products. On the other hand, foreclosures are heaviest when land 
values are lowest. Low prices of farm products bring low land values and in¬ 
ability to meet mortgage interest and payments. (Data from U.S. Dept, of 

Agriculture) 

During World War II, when there was a notable rise of farm prices, 
farm debt declined, contrary to the usual tendency. One reason for this 
peculiar development was the scarcity of farms and farm equipment 
available for purchase during the war. As a result, American farmers 
were in a much sounder financial position after World War II than they 
had been after World War 1. 

Hazards of Farming 

Farming as a business, using land as its chief asset, runs the risks of 
the ordinary business, plus additional risks resulting from nature. Too 
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much rain or too little rain, too low a temperature during the growing 
season or too high a temperature before the growing season, windstorm, 
hailstorm, dust storm, insect pest, plant disease or blight—any of these 
may ruin the crop and the farmer. He can do much to avoid such losses 
by scientific methods of cultivation, proper seed selection, use of ferti¬ 
lizers, and so forth. But technology has not yet reached the point of 
eliminating completely the many natural hazards he has to face. Against 
some types of loss, hailstorm for example, the farmer may buy insurance 
from private insurance companies. A limited and experimental govern¬ 
ment program of crop insurance was introduced as part of farm legisla¬ 
tion of 1938 (Agricultural Adjustment Act). Yet the problem of loss 
from natural causes is still a large one. 

Even when nature is favorable to the farmer and he raises a bumper 
crop, he has to face the uncertainties hich face any businessman with 
a product to sell. When the farmer plants his crop, he has no assurance 
of what price it will bring when it is harvested. His income depends 
upon the prices which he receives for his crop. Furthermore, like any 
other businessman, the farmer has expenses which must be met out of 
his income. To understand the economic problem of the farmer, it is 
important to understand the nature of his expenses and the nature of 
the market in which his income is determined. 


Exercises and Activities 
I Dictionary of Economic Terms 

sharecropper 
submarginal land 
subsistence farm 
tenant farmer 


cash crop 
commercial farm 
crop diversification 
extensive farming 


family farm 
intensive farming 
migratory farm worker 
moratorium 


II Questions and Problems 

1) Identify the following: (a) Farm Credit Administration, (b) crop 
insurance. 

2) “Under intensive farming yield per acre is high and yield per man is 
low. Under extensive farming yield per man is high and yield per 
acre is low.” Explain. 

3) State and explain two factors which tend to make for specialization 
in farm production. 

4) State and explain two factors which tend to make for diversification 
in farm production. 

5) (a) List three natural hazards faced hy most American farmers, (b) 
Suggest one way in which the farmer tries to protect himself or is 
assisted in protecting himself from loss through such e^ ents. 

6) Study the map on page 410. Make a list of ten agricultural products 
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used by your family regularly and locate the region from which each 
comes. 

7) The Report of the President’s Committee on Farm Tenancy (1937) 
referred to the effects of farm tenancy as causing “erosion of soil and 
the erosion of our society.” Explain. 

8) “Recurring depressions rank high in any list of forces stimulating the 
growth of farm tenancy.” (a) Explain, (b) List other forces that 
stimulate the growth of tenancy. 

Ill Things To Do 

1) Read (a) U.S.A.: Measure of a Nation (Twentieth Century Fund 
1949), Chapter 20. (b) Farming in America by Harold S. Sloan 
(Harper, 1947), especially Chapter I. (c) Modern Farming by Rob¬ 
erts, Angerer, Moses, and Gregory (Lippincott, 1950), a textbook 
for high school courses in general agriculture. City students partic¬ 
ularly will profit from looking through the problems in this or other 
texts on farming, (d) Selected portions of the 1940 Yearbook of Ag¬ 
riculture, Farmers in a Changing World, or the 1943-1947 Yearbook, 
Science and Farming. Both yearbooks are issued by the U.S. Depart¬ 
ment of Agriculture. 

2) Write an essay on “Why 1 prefer (or do not prefer) farming as a 
way of life.” 


LESSON 



THE FARM PROBLEM 


The Story of a Farmer 

The following biography of a farmer in Minnesota, taken from a 
newspaper article of the early 1930's, reveals the nature of the farm 
problem:^ 


By 1912, Ole, then thirty-five years old and a renter, had accumulated some 
$2000 in cash, two teams of horses, a reasonable supply of implements, a few 
breed cows and some cattle. He decided to buy his deceased father’s farm 
of 160 acres in southern Minnesota for $20,000. He paid $2000 in cash, gave 
an $8000 second mortgage to the estate, and a $10,000 first mortgage to an 
insurance company. 

Between 1912 and 1920, because of exceptional thrift and competence. 
Ole was able to pay off the entire second mortgage of $8000, besides improv¬ 
ing his barns, adding more cattle to his herd, increasing his equipment, and 
building a porch to his home, and making other improvements, as well as 


^ Bernhard Ostrolenk, ‘‘The Farmer’s Plight: A Far Reaching Crisis,” New York 
Times, September 25, 1932, Section VIII, p.*l. 
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buying furniture, rugs and books, and giving his children an adequate edu¬ 
cation. 

But between 1920 and 1928 Ole found his expenses, because of the in¬ 
dustrial prosperity, were increasing. He had to pay more and more for labor 
and for goods. On the other hand, because of the drop in agricultural prices, 
his income was constantly falling. So, in those years, he was unable to amor¬ 
tize his remaining $10,000 mortgage, and moreover, found that his standard 
of living was rapidly dropping. By 1925 his net income for his labor had 
fallen to less than $400 annually. His eighteen-year-old daughter, who had 
become employed in town as a typist, with no experience whatever and 
without invested capital, was earning $15 a week, or nearly $800 a year, 
almost twice what Ole was earning for his labor during that period. 

In 1929 Ole was unable to pay interest of $600 and taxes of $300, and 
was compelled to give the insurance company a chattel mortgage for the 
interest debt. In 1930 he was compelled tf; give an even larger chattel mort¬ 
gage. 

In 1931 his gross income was insufiicient to meet either taxes oi interest, 
and his insurance company, now having failed to get interest for three years, 
foreclosed the mortgage in the S]^ring of 1932. Ole, at the age of fifty-five, 
was again a renter on his father’s farm—the farm upon which he had been 
born and on which he had labored for a quarter of a century; having lost his 
entire equity of $10,000, he was left carrying a burdensome chattel mortgage. 


This brief biography of Ole Swenson reveals the fundamental charac¬ 
ter of the farm problem, as it has developed in this country o\'er the past 
hundred years and more. There have been periods, such as those of the 
War Between the States and its postwar years, from 1896 to 1920, 
and the 1940’s, when the incomes of American farmers were high. Al¬ 
though expenses were also high, the farmers were able to make a profit 
and to raise their standards of living. There have been other periods, 
such as the 1870’s, and 1880 s, and the 1930's, when farm incomes have 
dropped faster than expenses, thus lowering farmers’ standards of liv¬ 
ing, in some cases to the poverty level. It is during these periods that the 
farm problem has come to the fore. 

In order to understand the reasons for these long periods of “farm 
crisis,” we must examine the factors underlying the farmers’ income 
and expenses. 


Factors Influencing the Supply of Farm Products 

Since the early nineteenth century, farming in this country has bene¬ 
fited from the agricultural revolution —the increasing application of ma¬ 
chinery and scientific methods to farm production. Just as the industrial 
revolution brought huge increases in the production of manufactured 
goods, so the agricultural revolution led to a vast increase in farm pro¬ 
duction. The expansion of farm production was encouraged by the fact 
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that impro\'ed means of transportation created a world market for farm 
products. 

This expansion of farm output has been a great benefit to consumers, 
and has made possible the concentration of population in large cities. 
But for the farmer it has meant an unstable income, because of a con¬ 
tinual downward pressure on his selling prices—except for occasional 
periods of inflation. 

There has been a similar expansion of production of manufactured 
goods, and also a long-run downward movement of prices of these 
goods. Yet the major manufacturing industries have not faced the same 
kind of crises as the farmers have faced. There are several reasons for 
this difference. 

The farmer does not have the same control over his production as 
does the manufacturer. His crops are affected by natural factors which 
he can control only to a limited extent—weather, insects, and plant and 
animal diseases, for example. Moreover, growing and breeding times 
cannot be adjusted to fit changing business conditions. The manufac¬ 
turer can more easily and quickly adapt his volume and quality of pro¬ 
duction to changing conditions. 

The farmers generally have less control over the prices of their prod¬ 
ucts than the manufacturers. As has already been explained, many man¬ 
ufactured products are sold under brand names and under conditions 
of monopolistic competition. A major part of farm products is sold, on 
the basis of standardized grades of quality, to packing plants, mills, can¬ 
neries. and factories. The buyers are mainly large business enterprises, 
which are in a stronger bargaining position than the farmers. The sell¬ 
ers, the farmers, number in the tens, even hundreds, of thousands. 
Wheat is produced on over a million-and-a-quarter farms; cotton is 
grown on almost a million; corn is raised on four-and-a-half million; to¬ 
bacco is a cash crop on nearly half-a-million; cattle are a product on 
about five-and-a-half million; chickens provide income on close to six 
million farms. Although some farms are large, concentration of produc¬ 
tion is very low. 

In the cases of cotton, wheat, and hogs, about one-tenth of 1 percent 
of each was produced by the four leading producers. Contrast this with 
the fact that, in manufacturing, the four leading producers, in three- 
fourths of the products studied, produced over 50 percent of the output. 
Market leadership, restriction of output, and stability in prices have 
been less possible for the products the farmers sell than for the goods 
and services the farmers buy. 

Not only do the farmers find it diflBcult to control their selling prices, 
but as the prices of farm products decline, they find themselves forced 
to keep up production, thereby hastening the fall of farm prices. In 
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this respect they are in the same position as small businessmen in a 
highly competitive industry. A large part of the typical farmer s ex¬ 
penses are fixed. He must pay annual taxes on his land, and the amount 
of real-estate taxes is not directly related to his income. Besides taxes, 
the farmer must spend a given amount each year for equipment, ferti¬ 
lizers, repairs, and labor; and he cannot tell just how large his crop will 
be at the end of the season. Often he borrows from the local bank in the 
spring, to cover these expenditures, with the intention of repaying the 
loan after the crop has been sold. This short-term debt is a fixed ex¬ 
pense. In addition, he may have borrowed on a long-term mortgage, in 
order to buy land or machinery, or to put up new buildings; and there¬ 
fore has annual payments of interest and principal. As long as income 
remains reasonably up to expectations the farmer can meet these ob¬ 
ligations. If prices drop, the farmer has to produce and sell more in 
order to get the income to cover the fixed costs. If many farmers do 
this at the same time, the effect is to increase supply and to push the 
price still further down. 

This pressure of low farm prices on production has already been 
pointed out in connection with the study of flexible and inflexible prices. 
As shown in the chart on page 280, despite the sharp declines in the 
prices of farm products, production of farm products continued at a 
high level. 

Factors Influencing the Demand for Farm Products 

The farm surplus means that a jgreater supply is being produced and 
marketed than can be sold at prices which will yield the farmer a sat¬ 
isfactory income. A number of factors have contributed to the develop¬ 
ment of farm surpluses. 

As standards of living have risen, the tendency has been to introduce 
more variety into diet. While there has been a rise in per-capita con¬ 
sumption of citrus fruits, dairy products, and vegetables, there has been 
a decline in the per-capita consumption of such staples as wheat, pork, 
and potatoes. In addition, the substitution of tractors for farm animals 
has reduced the demand for feed crops, such as oats; and has released 
these fields to increase the production and supply of other grains. 

Although population has grown, the rate of increase of population 
has lagged behind the rate of increase in farm output. Restriction of 
immigration has also limited the home market for agricultural products. 

Technological advances have produced artificial and synthetic substi¬ 
tutes for natural products; rayon and nylon, for example, compete with 
cotton and wool. 

Another important factor has been the shrinkage of foreign markets. 
American exports of farm products have been replaced to a large extent 
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by Argentinian beef, Indian and Egyptian cotton, and New Zealand and 
Canadian dairy products, for example. Our high tariff policy encour¬ 
aged other countries to place tariflFs on imports from the United States; 
our unwillingness to buy from other countries reduced the funds they 
had for buying from us. The ambition of nations to become self- 
suflBcient, because of the threat of war, leads them to encourage their 
own production at home and in colonies, and to curtail their reliance on 
imports. In the five-year period from 1911 to 1915, exports contributed 
an average of 15 percent per year to American farm income; for the 
three years from 1935 through 1937, the annual average dropped to 
about 8 percent. The American farmer has been one victim of the strug¬ 
gle among nations for economic self-sufficiency. 

The Paradox of alue 

Because of the factors influencing demand for farm products, farm¬ 
ers find surplus production a problem. If the supply of wheat or po¬ 
tatoes or apples is greater than the amount normally consumed, the 
farmers must cut the price sharply in order to sell the surplus. A rela¬ 
tively small increase in supply may bring such a large decline of price 
that farmers may receive less income from a larger crop than from a 
smaller crop. This situation is referred to as the paradox of value. 
It means that, in some cases, when the supply of an article increases 
beyond a certain point, the price of the article drops so rapidly that the 
total value of the larger supply becomes lower than the total value of 
the smaller supply. It is clearly to the interest of the sellers to keep 
supply below that point. The paradox of value is illustrated in the chart 
on page 421. 

The paradox of value explains why farmers resort to drastic methods 
of keeping down the market supply. Truck farmers have dumped sur¬ 
plus vegetables and fruits into the river to prevent excessive drops of 
prices. Dairy farmers have spilled milk into the fields in order to keep 
up the price of milk. Sometimes governments have helped farmers to 
avoid the effects of the paradox of value. Our own government has paid 
farmers subsidies (bonuses) to limit production of crops. The govern¬ 
ment of Brazil, when there was a surplus of coffee, dumped shiploads of 
coffee into the ocean and used coffee as fuel in locomotives. The gov¬ 
ernment of Japan bought surplus silk and stored it in warehouses so 
that the price of silk would remain at a profitable level. 

The Farmers' Complaints 

Competition, oversupply, and falling prices are not peculiar to farm¬ 
ing. They are common occurrences in other fields of enterprise, too. Yet 
the farmers feel that their situation bas been worse than that of other 
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producers. For one thing, farm prices drop sooner and more sharply 
than the prices of manufactured goods. As a result, there have been 
times, such as the 1920’s, when farm incomes were shrinking at the same 
time that business conditions in general were good. Another result has 
been that the farmers’ costs have not dropped in proportion to the drop 
in their incomes. 
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1930 1931 1930 193 ; 
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The Paradox of Value, When supply is too great, the lowered prices may 
result in a lower income than was produced by a smaller supply. Above are 
four cases. In 1930, for example, with a crop of 886 million bushels, wheat 
farmers received an income of 437 million dollars; in 1931, with a crop of 
942 million bushels, their income was only 271 million dollars. (Data from 
Bureau of Agricultural Economics, Technical Bulletin No. 703) 


Farmers have felt that the price of the goods and services they have 
had to buy has been excessive. One reason has been high cost of farm 
credit. Until the federal government began a widespread system of 
farm-credit assistance, the interest paid by farmers was high. There has 
been a tendency for interest on loans to farmers to be higher than on 
loans made to businessmen in cities. The main reason has been the 
greater risk to the lender of loans to farmers. Other factors have been 
the relative lack of banking resources in rural communities and the con¬ 
centration of farmers’ credit needs in one season of the year. 

A second reason has been monopolistic conditions in industries selling 
to farmers. The farmers were the chief victims of the rate discrimination 
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practiced by the railroads in the nineteenth century. Farm machinery, 
steel fencing, building materials, household appliances, automobiles, 
and the many other things entering into the fanner s business and fam¬ 
ily buying ha\'e tended to be less competitive than his own product. The 
high cost of manufactured goods has, in the opinion of the farmers, been 
further maintained by the policy of protective tariflFs. Hence, during pe¬ 
riods of price decline, the prices of manufactured goods have not 
dropped as much as the prices of farm products. 

Another complaint of the farmer has arisen from the difference he 
notes between the price for which he sells his products, such as milk and 
vegetables, and the price charged for it to the final consumer in the 
retail store. He resents the fact that very often the middlemen have 
made money, while he has suflFered losses. “There are three great crops 
raised in Nebraska,” once wrote an agricultural editor. “One is a crop 
of corn, one a crop of freight rates, and one a crop of interest. One is 
produced by farmers who by sweat and toil farm the land. The other 
two are produced by men who sit in their offices and behind their bank 
counters and farm the faimers.”“ Whatever the facts behind the contro¬ 
versy over costs of distribution, the farmer has argued that he is getting 
too small a share of the price paid by the consumer. 

Whose PROBLE^^ Is the Farm Problem? 

If the sad story with which this lesson started were confined to Ole 
Swenson, we could aflFord to sympathize with him and forget about it. 
When the same situation affects thousands and thousands of farmers, it 
becomes a national calamity. Although agriculture produces only 10 
percent of the national income, the welfare of the entire nation is in¬ 
volved in the economic status of the farmer. 

Farm mortgages are held by banks and insurance companies. In the 
story of Ole Swenson, the interest was not paid for three years; finally 
the insurance company had to foreclose the mortgage and go into the 
farm real-estate business. Danger to the investments and income of 
banking and insurance institutions is danger to the income and security 
of stockholders, depositors, and policyholders. By far the largest pro¬ 
portion of bank failures in the 1920’s and 1930’s took place among small 
country banks specializing in farm credit. 

Farmers are an important market for all kinds of goods, such as ma¬ 
chinery, equipment, paint, lumber, appliances, furniture, clothing, and 
processed food. A shrinkage in farm income causes less buying by 
farmers, a reduction in business for manufacturers, a rise in unit costs. 


^ Quoted from a farm journal by Arthur M. Schlesinger, Political and Social 
Growth in the United States — 1852-1933, The Macmillan Company, 1935, p. 257. 
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and the possibility of reduced industrial activity. The result may be 
wage cuts and unemployment in industry. The reduction in incomes 
of city workers may have the effect of further contracting demand for 
farm products, so that a downward spiral of all business activity be¬ 
gins. This interaction between unemployment and farm income is 
shown in the graph which follows. 


NET FARM INCOME AND U N E M PLOYM E NT, 1929-44 * 



Except for the year 1932-33, periods of rising unemployment have coincided 
with periods of failing farm income. Does low farm income cause unemploy¬ 
ment, or is the reverse true? Can some other factor affect both? (U.S. Dept. 

of Agriculture) 

Low farm income means inability to pay taxes. Local governments 
then find their tax revenues declining, at the same time that their ex¬ 
penses for relief and assistance to farm families rise. 

Finally, low income makes it impossible for a farmer to follow sound 
conservation practices. He will seek to produce the one crop that yields 
the most cash; and avoid the expenses involved in conserving the soil. 
The farm problem is everybody’s problem. 


Exercises and Activities 
I Dictionary of Economic Terms 
agricultural revolution farm surplus paradox of value 

II Questions and Problems 

1) Look up and explain the meaning of each of the following terms as 
used in the biography of Ole Swenson on page 416; (a) renter. 
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(b) second mortgage, (c) first mortgage, (d) amortize, (e) chattel 
mortgage, (f) foreclosed the mortgage, (g) equity. 

2) "'The essence of the farm problem may be summed up in the word 
‘surplus.’” (a) Explain this statement, (b) Why have farmers found 
it more difficult to meet this problem than manufacturers? 

3) Why does the fact that farming has a high proportion of over¬ 
head cost tend to encourage the expansion of production even though 
prices are falling? 

4) “The farmer buys in relatively monopolistic markets and sells in 
relatively competitive ones.” (a) Explain this statement, (b) How 
does this help to explain the difficulties faced by the farmer? 

5) What factors have caused the spread between farm prices and retail 
prices to be so large? (Consult Lesson 32) 

6) (a) Explain what is meant by the “agricultural revolution.” (b) 
Show by examples how it caused farm production to rise. 

7) Using the data given in this lesson and Lessons 36—37, prove that 
farming tends to be more competitive than manufacturing industry. 

8) List and explain foiu: factors explaining why demand for farm prod¬ 
ucts may not keep pace with increasing farm supply. 

9) Show how the interests of the farmer are related to the interests of 
(a) city workers, (b) manufacturers and other businessmen, (c) in¬ 
vestors, (d) banks and other financial institutions. 

10) The graph on page 423 shows a correlation between farm prices and 
unemployment. Criticize the statement that “this offers conclusive 
proof that a drop in farm prices means an increase in unemploy¬ 
ment.” 

11) Why did World War I first bring prosperity and then intensified 
difficulty to farmers? 

Ill Things To Do 

1) Read Farming in America by Harold S. Sloan (Harper, 1947), a 
very readable brief treatment of all phases of the farm problem. 

2) Report to the class on accounts in your history textbook of problems 
of the farmer, or find and report on a newspaper article discussing a 
farm problem. 


LES SOX 



MAINTAINING FARM PRICES 
AND INCOME 


Government Buying and Price Support 
In 1933, headlines like the following appeared frequently in the 
newspapers: 

"1000 FARMERS ACT TO BAR FORECLOSURES” 

"farm CRISIS RISES, LAW BREAKS DOWn” 

"farm pickets FIRE IOWA RAIL BRIDGE, SHOOT INTO TRAIN” 
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The farm problem of the 1920’s had become the farm crisis of the 
1930’s. Since the early 1920’s farm prices had fallen more than farmers’ 
costs, with the result that the farmers’ real income had shrunk. Many 
farmers had lost their farms because of their inability to pay their debts, 
and many more faced similar prospects. Finally, the farmers had re¬ 
sorted to defiance of the laws, even violence, in order to prevent fore¬ 
closures of mortgages, to block shipment of crops, and to get action 
from the government to stop the fall of prices on farm products. 

The measures used in meeting the problems of the farmer have been 
many and complex. In previous lessons there have been mentioned 
measures for monetary reform, fc r easing farm credit costs, for improv¬ 
ing farm methods, and for reducing rural poverty. 

The most important aspect o.* the fan.i program, however, has been 
that which aims at raising and maintaining, at a reasonable level, the 
prices and incomes which farmers receive. Some procedures hav e been 
direct in that they have involved the fixing of minimum prices, as in the 
case of the prices pa^'d to dairy farmers by dairy companies. Some have 
been more indirect, in that they have attacked the problem of surplus 
by schemes to reduce market supply, and to increase market demand. 

One such plan was used in the Agricultural Marketing Act of 1929. It 
provided for the federal government to enter the open market as a 
buyer of farm products. The aim was to have the government store this 
surplus production, and hold it oflF the market, so that prices would go 
up. Then it could be sold without disturbing the price received by 
farmers for their current crop. But this legislation failed in its objec¬ 
tive, because it did not provide for reduction of surplus crops. Huge 
government hoards remained in storage, a potential threat to prices 
should the government decide to sell. 

Used as a lone device, government buying and storage was a failure. 
In 1933, legislation was passed to encourage crop restriction by farmers 
(Agricultural Adjustment Act of 1933). As we shall see, crop restriction 
by itself was not completely effective, so that in 1938, a modified system 
of government acquisition and storage of surplus production was again 
introduced (Agricultural Adjustment Act of 1938). By combining crop 
restriction with government storage of surplus production, the program 
aimed at avoidance of too much production in one year and too little in 
another. (This aspect of the current farm program is often referred to 
as the ever-norrnal-granarij plan .) It is a program for price support, a 
policy whereby the government fixes a minimum price for a product 
and then takes steps necessary to make the price eflFective. 

An important method by which the government’s price-support pro¬ 
gram operates is the crop {or commodity) loan. This is a special type 
of loan, for which the farmer pledges his crop as security. The amount 
lent depends on the size of the crop and on the support price which is 
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the basis for the loan. For example, if the crop is 1000 bushels of wheat 
and the support price is set at $2.00 per bushel, the government lends 
the farmer $2000. If the market price should fall below $2.00, the farmer 
need not repay; he may deliver his crop to the government warehouse 
instead. The effect would be to increase government stores of wheat. 
Since farmers will be unwilling to sell for less than the support price on 
which the loan was based, there will be a tendency for that price to be¬ 
come the minimum market price. If, on the other hand, the market price 
should be higher than $2.00, the farmer may sell his crop in the open 
market, repay the loan, and pocket the difference. Thus the farmer is 
assured of not less than the support price which was the basis of the 
loan; yet he may get more if market prices go above that level. 

The government agency created to finance the program of acquiring 
and storing crops under the price-support program is the Commodity 
Credit Corporation (CCC). It was provided with initial capital by the 
government, and in addition was empowered to borrow several billion 
dollars “on the credit of the United States.” 

During the latter part of the 1940’s, the commodity-loan program was 
criticized as keeping up the cost of food for city people. As a result, 
there was much discussion of a plan (offered by Secretary of Agricul¬ 
ture Brannan) to make prices to consumers lower, while maintaining 
farm incomes. It proposed that farm products be permitted to sell at 
whatever the market would bring, rather than be kept at a support 
price. The government would pay the farmer a subsidy, which would 
be the difference between market price and the set price. It was argued 
that lower market prices would increase demand and decrease surplus. 
This, it was claimed, would make the cost of government subsidies to 
the farmer lower than the cost of the price-support program, and 
would at the same time benefit the consumer. The opponents of the 
subsidy plan claimed, however, that it would be more expensive than 
the crop-loan program and would lead to socialistic control of agricul¬ 
ture. 

Restricting Farm Production 

Government buying and price support, by themselves, do not reduce 
production. In fact, if price is raised, the result may be to stimulate 
farmers to expand output. Hence in 1933, the Agricultural Adjustment 
Act established a new government agency, the Agricultural Adjustment 
Administration (AAA), to supervise a program of restriction of crop 
production. This remained a basic part of the government’s farm pro¬ 
gram in succeeding legislation. 

The method has been referred to as a system of domestic allotment, 
that is, a scheme of alloting the number of acres each farm is permitted 
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to devote to the cultivation of the particular crop under control. First, 
in accordance with studies of supply, demand, and price, the total num¬ 
ber of acres to be sown with the particular crop, in the entire nation, 
is determined. This total is then divided up, or allotted, among the 
states, then among the counties of each state, and finally among the 
individual farms. 

The farmer s participation in this program is, however, voluntary. It 
is encouraged by the payment of a specified sum depending upon his 
acreage reduction; this is called a benefit payment. If the program is 
successful in keeping production down so that market supply is re¬ 
duced, the farmer may hope to reap the reward of higher prices and 
higher income. To qualify for benefit payments, the farmer must plant 
soil-conserving crops on the acr:;s he keeps out of production. The crop- 
restriction program is thus used to fuither soil-conserving practices; 
this is shown in the title of the act passed to replace the law of 1933— 
the Soil Conservation and Domestic Allotment Act of 1936. 

Limiting the number of acres planted does not guarantee that surplus 
production will be eliminated. By using improved or more intensive 
methods of cultivation, the farmer may increase the production per 
acre. The size of the crop is also affected by weather, insects, and other 
natural factors not related to the number of acres used. Furthermore, 
demand may shrink faster than production and supply. Competition 
from foreign producers may become more intense. Hence there is need 
for the additional measures of government buying and price support 
pre\'iously described. In addition, there is need for limitation of the 
amount marketed by farmers as well as limitation of amount produced. 
When a stated proportion of the farmers producing a particular crop 
agree, the government may permit and enforce a system of marketing 
quotas. This means that each farmer is allowed to sell only a certain 
amount, a percentage of his average marketing in previous years, and 
must keep the balance off the market. The surplus product can be put 
on the market only upon payment of a special tax. 

Parit\^—THE Measuring Rod 

How far should the program of crop restriction be carried? What 
should determine the point at which support prices are fixed? The idea 
of parity price has been devised to answer these questions. 

The purpose of the farm program has been to give the farmer a real 
income equal to, on a par with, the famiers real income during a se¬ 
lected period, or base period, in which his income was considered to be 
normal. As you have already learned, real income is determined by the 
relationship between money income and the cost of goods bought with 
the money income. To give the farmer the desired real income, it is 
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necessary that the price of his product be kept from dropping below a 
set ratio to the prices of the goods and services he buys. Many farm 
products have, therefore, been given a parity price. 

Parity price is that price, for a farm product, which will give the 
farmer the same purchasing power as he had in the base period. For 
most crops subject to control, the base period has been the five-year pe¬ 
riod before World War I, 1909-1914. (Recently the parity formula was 
changed to give consideration also to farm prices and incomes in the 
1940’s.) Thus, a farmer receiving parity price for his crop in 1950 
should have been able to buy as much with what he received as the 
farmer in 1909-1914 could buy with the price received then. An ex¬ 
ample of the calculation of parity price is shown below: 

given: Price of wheat during the base period (1909-1914)—88.4^^ per busliel 

Index number of prices paid by farmers September 15. 1948 for nearly 
200 items of production and living expense (1909-1914 = 100)—250 
TO find: Parity Price for wheat on September 15, 1948 

CALCULATION 

1. It cost farmers 23^ times as much to buy what they needed on 
September 15, 1948 as it did in the base period: 

Index number. Sept. 15, 1948 250 ^ ^ , 

-;-— = - = 2.0 or 2^ 

Index number in base period 100 

2. Therefore to buy as much on Sept. 15, 1948, as in the base period, 
the price received would have to be 21^ times as great as the price 
in the base period: 

88.4^ X 21^ = $2.21 per bushel 

3. Parity price for wheat on September 15, 1948—$2.21 per bushel 

The parity price has been used as a basis for the support, or com¬ 
modity-loan, price. Thus, on September 15, 1948 the commodity-loan 
price for wheat was set at 90 percent of parity; the commodity-loan 
price for wheat was 90 percent of $2.21, or $2.00 per bushel. 

As the charts opposite show, it is unusual for prices to be exactly 
at parity. During the depression years, prices continued below parity 
despite eflForts to reach it. During the war years, prices rose above par¬ 
ity, even above the 110 percent of parity which was the limit set by 
wartime price-control legislation. Parity itself fluctuates; a rise in the 
cost of goods purchased by farmers raises parity prices, and a decline 
in such costs lowers parity prices. Parity is the moving goal of the farm- 
price program. 

Increasing Demand for Farm Products 

Measures to increase demand are also a way of reducing farm surplus. 
Farm cooperatives, agricultural schools, government agencies, and pri¬ 
vate industry have carried on research to find new uses for farm prod- 
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ucts. Soybeans have become a basic raw material of the plastics in¬ 
dustry; waste products of the farm are used to make building board; 
vegetable oils, fertilizers, animal feeds are some of the products now 
produced from seeds and other agricultural waste that were formerly 
thrown away. 

Efforts have been made to increase farm exports. Export subsidies 
have been used to help farmers sell surplus cotton and wheat to foreign 
markets. The farmers sold their crops at whatever price they could get, 
and the government m.ade up the loss by a subsidy. 


RATE OF CHANGE IN PRICES PAID AND PERCENTAGES BY WHICH FARM PRICES 

PRICES RECEIVED BY FARMERS 1910-1948 WERE ABOVE OR BELOW PARITY 



In the chart at the left the rate of change is measured by the steepness of 
slope of the lines. During the 1920’s the prices received by farmers tended to 
fall faster than the prices they had to pay. From 1933, the trend was reversed. 
This is shown in the right-hand chart by the fact that prices were below parity 
until the war boom of the 1940’s raised them above parity. (This was not 
true of every farm crop.) (Data from U.S. Dept, of Agriculture) 

International conferences have been held in an eflFort to unfreeze the 
channels of international trade, in order to enlarge the exports of farm 
commodities. The Marshall Plan for stimulating the paralyzed econo¬ 
mies of the world, in the years following World War II, stimulated de¬ 
mand for American farm products. 

In discussing measures for reducing farm supply, the program of 
government buying and storage was mentioned. Schemes for disposing 
of government stocks had to avoid bringing the supplies into competi¬ 
tion with new crops being oflFered for sale. A device used during the 
depression was the “food-stamp plan.” Families on relief were given 
colored stamps with which government surplus stocks could be bought. 
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Surplus foods have been used to give free or below-cost lunches to 
school children. 

During the depression years, the most important means by which de¬ 
mand for farm products was raised was the program of relief and of 
keeping up wages and purchasing power. Fundamentally the demand 
for farm products depends upon the purchasing power available to buy 
food and agricultural raw materials. This is as true in times of prosper¬ 
ity as it is in depression. Maintaining employment and stability of in¬ 
come in the entire economy is the surest measure to maintain demand 
for farm products. 

Encouraging Cooperation Among Farmers 

Recognizing that farmers face too much competition, and that the 
danger of monopoly is remote, the government has encouraged farmers 
to organize to achieve better markets. The Clayton Antitrust Act of 
1914 and the Capper-\^olstead Act of 1922 stated that farm cooperatives 
are not to be considered combinations in restraint of trade. Farm-credit 
legislation has made wide use of the cooperative device. 

A farm marketing codperatioe is an association of farmers formed 
for the purpose of joint marketing of a product. Each farmer-member 
delivers his crop to the cooperative, which markets the combined crop 
of the members at the best time, place, and price. Each member re¬ 
ceives a share of the net proceeds in proportion to his deliveries to the 
cooperative. The eflFect is a larger total sold by a single seller (the co¬ 
operative), and this makes for more eflPective control of supply and 
price. In some cases cooperatives have been able to brand farm prod¬ 
ucts and to engage in advertising campaigns. A notable example of a 
marketing cooperative has been the California Fruit Growers’ Ex¬ 
change, which, in 1941, shipped about 70 percent of the citrus fruit 
originating in California and Arizona. The effectiveness of cooperatives 
in market control has been greater in specialized and localized crops 
than in staple crops grown on a national basis. 

Cooperatives have undertaken other functions. They have engaged 
in research to find new uses and increase demand. They have sought to 
find better methods of production and transportation. They have acted 
as buying agencies for their members, making it possible, in some cases, 
to use expensive equipment cooperatively. They have acted as coopera¬ 
tive buyers of consumers’ goods and as employment agencies for secur¬ 
ing seasonal labor, and have exerted influence upon members of state 
and federal legislatures. 

The Controversy over the Farm Program 

There has been considerable controversy over the program for main¬ 
taining farm prices. The farmers, though agreed on the desirability of 
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raising prices, have disagreed as to methods to be used. Objections to 
the farm legislation have been made on the grounds that it costs too 
much and is a burden on the taxpayer for the benefit of the farmer. 
Critics have objected to the program to restrict production and to 
limit market offerings as being a program of “planned scarcity.” They 
argue that standards of living depend upon the fullest possible produc¬ 
tion consistent with conservation of resources, and that the farm pro¬ 
gram encourages reduced production and supply. They assert, too, that 
the success of the farm program is measured in terms of higher prices 
to consumers, which means higher costs of living and lower standards 
of living for the rest of the population. As technology improves and 
ability to produce increases, maintenance of the farm program will re¬ 
quire greater and greater expenditure by the government, and govern¬ 
ment subsidy of the farmer will become a permanent institution. Fi¬ 
nally, say some critics, raising prices at home merely stimulates foreign 
competitors to increase their production and to create world-wide sur¬ 
pluses. This makes it more and more difficult to realize the aim of the 
program. 

Those who defend the program point to the need for equalizing the 
position of farmers and other businessmen. Individual farmers have 
been unable to avoid conditions of cutthroat competition. Poverty 
forced upon 25 percent of the population will spread and infect the 
entire community. The cost of stable and reasonable farm prices to tax¬ 
payer and consumer is small compared with the loss of income busi¬ 
nessmen and workers suffer when farmers are badly off. Furthermore, 
argue the advocates of government action, the soil-conserving features 
of the farm program alone should be sufficient to justify the cost. Fi¬ 
nally, the argument runs, the crop- and price-control system is a com¬ 
promise between two undesirable extremes: on the one hand, complete 
fixing of farm prices and incomes, and, on the other hand, a policy of 
laissez-faire, with the disastrous results of the 1920-1933 period. Cer¬ 
tainly, it is claimed, if the interests of the entire nation require organi¬ 
zation by labor to improve its condition, and authority given to industry 
to introduce restrictive practices that will maintain a profit, there can 
be no question about the need for a program to assist the farmer. 


Exercises and Activities 
I Dictionary of Economic Terms 


benefit payment 
crop or commodity 
loan 

domestic allotment 


ever-normal-granary 

plan 

marketing cooperative 
marketing quota 


parity price 
price support 
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II Questions and Problems 

1) (a) Explain how government buying of farm products may be a 
means of improving conditions for farmers, (b) How might the 
experiences under the Agricultural Marketing Act of 1929 be an 
argument against this type of solution? (c) State two arguments in 
favor of government buying of surplus crops. 

2) Explain the procedures by which a crop loan becomes a means of 
supporting farm prices. 

3) Explain how each of the following contributes or contributed to 
solving the farm problem: (a) the Agricultural Marketing Act of 
1929, (b) the Commodity Credit Corporation, (c) the Agricultural 
Adjustment Act of 1933, (d) the Soil Conservation and Domestic 
Allotment Act of 1936, (e) reciprocal trade agreements, (f) indus¬ 
trial and agricultural research. 

4) In parallel columns list arguments for and against the government’s 
program of farm-price support. 

5) (a) Explain the difference between the Brannan Plan and the system 
of price support in effect in 1950. (b) What advantages or disadvan¬ 
tages do you see? 

6) (a) Explain the purposes of having a “parity price” for each com¬ 
modity. (b) Why is an index of prices paid by farmers necessary to 
compute parity price? 

7) List and explain two methods for increasing the demand for farm 
products. 

8) Explain the purposes and organization of a farm marketing coopera¬ 
tive. 

9) Farm cooperatives have been declared exempt from the provisions 
of the antitrust acts. Why? Do you regard this exemption as desira¬ 
ble? Explain. 

10) During the war farmers were permitted to have prices as high as 
110 percent of parity under the terms of price-control legislation. 

(a) How could farm organizations justify getting higher-than-parity 
prices? (b) What objections could be made? 

III TmNGs To Do 

1) Read The American Farmer by Lee Fryer (Harper, 1947), a short 
book which deals with the farm problem of the future. 

2) Use your history textbook and report on one of the following: (a) 
the farmer and “cheap money” proposals (see also Lesson 48), 

(b) the work of the Farm Credit Administration, (c) the Capper- 
Volstead Act (dealing with cooperatives). 

3) Arrange a debate or forum discussion on one of the following topics: 
(a) Should farm price supports be made a permanent feature of our 
system? (b) Should the Brannan Plan be adopted? (c) Is crop re¬ 
striction socially desirable? 
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LESSO X 


LABOR AND LABOR 
PROBLEMS 


The Meaning of Labor 

The term labor force may be used to denote all individuals who work 
in order to gain an income. The largest part of this labor force in the 
United States is made up of wage earners; that is, individuals who work 
for others, and receive payment in return. They include the skilled, 
semiskilled, or unskilled worker in factory, mine, or office; the farmer s 
hired hand; the domestic serxant; and the salaried professional man. 
A smaller, but nevertheless substantial, part of the labor force is made 
up of indi\ iduals who operate business enterprises. Although in some 
cases they receive salaries from the business, their incomes depend 
mainly upon the profits earned by the business. This group is often 
called the self-employed. It includes businessmen, farmers, independ¬ 
ent craftsmen, and professional men, all of whom sell goods or services. 
The housewife, despite the fact that she works hard and renders essen¬ 
tial services, would not be included as part of labor; nor the student 
spending his efforts on school work. 

In 1949. the total labor force was estimated to be about 65 million 
persons, appro.ximately 40 percent of the total population. The self- 
emploN'ed accounted for about one-fifth of the labor force—professional 
persons about four million, businessmen about four million, and farm¬ 
ers about si.x million. The remainder, consisting of wage earners, totaled 
over .50 million, more than three-fourths of the labor force. The make-up 
of the labor force in 1949, classified according to major types, is shown 
on a percentage basis in the chart on page 436. 

It is the wage earners who are most commonly referred to when the 
term “labor” is used. Those who are in business for themselves are gen¬ 
erally not included as labor, although they may work hard and perform 
tasks requiring great skill. Owners of business enterprises often receive 
salaries for their services, but their income depends largely upon the 
profits of the business. A more difficult problem related to the classifi¬ 
cation of workers arises out of the fact that some employees of business 
enterprises are hired in order to supervise and manage the business. In 
large corporations, for example, the officers and chief executives often 
hold only a small part of the shares of ownership, sometimes none at all. 
Despite the fact that they are not really owners, they are expected to 
hire and fire, adjust wages and working conditions, and in general act 
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How can I provide the wages, working conditions, and job security de¬ 
manded by workers without increasing prices and losing customers? 

How can I avoid dictation by organizations of workers about business 
policies? 

The employer tends to view labor as a factor in production, and to think 
in terms of a comparison between the cost of labor and the selling price 
of the commodity which he sells. 

Out of this difference in point of view arises the familiar phenomenon 
of conflict between labor and management. To the worker, the job, 
while it may also be a source of pride and interest, is fundamentally a 
source of income. To the employer, although he may have humanitarian 
ideals of the highest order, the worker is a means of production, the 
cost of which must be paid for from the proceeds of his sales. This dif¬ 
ference in point of view takes the form of actual dispute when the 
workers feel that their standard of living is not rising sufiiciently fast, or 
is actually dropping. Thus, a period of rising prices will provoke de¬ 
mands for rising wages and better working conditions. When business 
is bad, workers are laid off and their wages and working conditions are 
depressed. Changing economic conditions increase labor-management 
conflict. 

From the point of view of labor and management, then, the labor 
problem consists of a number of related questions. First is the problem 
of wages, which affects the workers’ standards of living and the em¬ 
ployers’ profits. Second is the problem of working conditions. This in¬ 
cludes provisions for health, safety, hours, speed and diflBculty of work, 
vacations, and all matters pertaining to the job other than wages. To 
the worker these are of importance to his health and way of life. To the 
employer these are factors which affect the eflBciency of labor and in¬ 
fluence his labor costs. Third is the problem of security. To the worker 
this means the absence of fear of losing income through layoffs, wage 
cuts, illness, advancing age, and advancing prices. To the employer this 
is a problem of keeping his business stable—of avoiding the expenses 
which come from too much hiring and firing, training and retraining; 
and of retaining his power to decide who is to be hired or fired and 
when. Fourth is the problem of labor-management relations. To the 
worker this means the right to organize and join unions, through which 
he can present demands to the employer, and bargain for improved 
conditions. To the employer this is the problem of managing his busi¬ 
ness and fixing its policies without undue interference from organiza¬ 
tions of workers. 

Labor Problems and the Public Interest 

The approximately forty million workers who work for others, to¬ 
gether with their families, make up about three-fourths of the popula- 



438 Problems of the Worker [Unit 10 

tion. Yet it would be wrong to consider the terms “labor ’ and “public” 
as meaning the same thing. 

In the first place, labor is not a single group of forty million persons, 
working alike, thinking alike, and acting together. Labor consists of 
many thousands of groups, large and small, with a variety of interests 
and ideas. About fifteen or sixteen million workers are members of un¬ 
ions; the rest are not. Some are highly skilled craftsmen, secure in the 
knowledge that they are hard to replace. More are semiskilled and un¬ 
skilled and are more easily replaceable. Some do clerical work, some do 
manual work, some work on farms, others work in mines and factories. 
Some work for small firms, know the employer personally, and have a 
feeling of friendly loyalty; others work for large concerns, where they 
are small cogs in vast machine-like enterprises. Those who belong to 
unions are not a single organized mass of labor. They belong to differ¬ 
ent unions. Sometimes these unions are divided by political issues un¬ 
related directly to the wages and conditions of work on the job. 

In the second place, every worker is at the same time a consumer of 
goods and services. In a general sense all workers have a common cause 
—fair wages, good working conditions, job and income security, and 
the right to organize to protect their interests as workers. But they are 
also consumers of each other’s products and would like to get more 
goods and services at lower prices. The factory worker in the city may 
resent a strike among coal miners, if the effect is to keep his house cold 
during the winter. The unskilled factory hand may look with envy on 
the high wage scales of skilled craftsmen in the building trades, and 
feel that these high wages are boosting the cost of his housing. The 
skilled workers, organized in strong unions, and receiving high rates of 
pay, may be indifferent to the struggle by semiskilled and unskilled 
workers to improve their wages and working conditions. Thus, in any 
specific situation, those workers who are not directly in\ol\ed, along 
with businessmen, farmers, and the government, may be considered as 
part of the general public. Their attitudes may be affected strongly 
by the fact that they also work for employers and receiv^e wages and 
that they may have faced or still face similar problems. They may, 
however, hold views quite different from those of the immediate par¬ 
ties to the dispute. They represent part of public opinion. The skill 
with which each side in a labor dispute presents its case to the public 
is often a factor of great importance. 

To the public, or community as a whole, problems of labor have great 
significance. That is why the government has come to play such an im¬ 
portant role in matters of wages, hours of work, working conditions, 
and labor disputes. 

The welfare of the community depends upon the level of production. 
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Efficient, contented labor, at peace with management, makes for higher 
levels of production at lower costs. The level of wages has an effect 
upon the level of business activity. The failure of wages to rise ade¬ 
quately may restrict consumer purchasing and cause contraction of 
business enterprise. A rapid rise of wages may cause higher prices for 
goods and services, or may have the effect of reducing rates of profit to 
the point at which investment and enterprise is discouraged. 

Dissatisfaction among workers may lead to strikes, accompanied by 
mounting tempers, hatred, propaganda warfare, and physical violence. 
The agencies of government have been brought into labor disputes in 
attempts to settle them peacefully. Sometimes the government has used 
police and military forces or the power of the courts in order to protect 
business property. Labor disputes have entered into the political arena, 
and political parties have made labor problems major issues in their 
campaigning. Organizations of workers and of employers have both 
used political tactics in theii conflicts with each other. 

From the point of view of the community, the problem is how to 
bring about that understanding between labor and management which 
will make for peace, production, and plenty. 


Exercises and Activities 
I Dictionary of Economic Terms 

labor management 

labor force wage earner 

II Questions and Problems 

1) Classify each of the following as labor or management: (a) stenog¬ 
raphers, (b) policemen, (c) druggists, (d) newspaper publishers, 
(e) newspaper editors, (f) teachers, (g) the board of directors of 
a corporation, (h) the officers of a corporation, (i) the mayor of your 
city. 

2) “Wages are both a cost and an income.” How does this affect the 
relationship between businessmen and workers? 

3) Name four major labor problems. 

4) “In America there is no such thing as a permanent working class, 
with separate interests from any other class.” Discuss. 

5) (a) “Labor need not worry about public opinion, because the public 
is made up mostly of workers.” Explain why you agree or disagree 
with this statement, (b) Why is the public concerned with the 
proper solution of labor problems? 

6) A newspaper advertisement once asked, “Who is the public?” How 
would you answer this question if you were (a) the head of a union 
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engaged in a strike, (b) the head of a business firm whose workers 
were on strike, (c) a consumer of the article produced by the work¬ 
ers engaged in the strike, (d) the President of the United States? 

Ill Things To Do 

1) Interview several people; if possible, a worker, a businessman, a 
farmer, a professional man, and a housewife. Find out whether they 
generally take the side of one party in a labor dispute. Get their rea¬ 
sons. 

2) Secure the latest figures for the groups in the American labor force 
showm in the chart on page 436. 


L E S S O X 



THE BASIS OF WAGES 


Wage Rates and Earnings 

Wages are a price paid for labor. A wage rate is the sum paid per 
unit of goods produced, or per unit of time worked. If the worker is 
paid on the basis of a definite amount per unit of goods produced or 
worked on, he is being paid on a piecework basis. A window cleaner, 
for example, may be paid 25 cents for each window he cleans. If the 
worker is paid so much per unit of time spent, he is being paid on a 
time basis. Such a wage rate may be stated as so many cents or dollars 
per hour, per day, per week, or per month. In the case of professional 
and executive workers, contracts for labor may set forth an annual sal¬ 
ary. 

Where the method of wage payment is by the piece, the employer 
has the ad\ antage of knowing his labor cost per unit produced. The fact 
that total earnings can be increased only by increased output may act 
as incentive to the worker. Workers often object to piecework payment, 
however, because they feel that the employer can set the piece rate so 
low that the worker must work too fast in order t© earn a decent wage. 
This creates a situation referred to by workers as a speed-up. They 
claim that in many cases high production and high earnings have been 
a signal to employers to reduce the wage rate per piece. Workers have 
objected to piece rates also because the speed at which they can pro¬ 
duce often depends upon factors beyond the workers’ control, such as 
breakdown of machinery, or interruption of the flow of materials. Only 
where the unions of workers have been strong enough to control their 
rates, as in the clothing industry, have piece rates been preferred. 

Payment on a time basis has generally been preferred by labor be¬ 
cause it involves less strain and less chance of a speed-up. To the em- 
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ployer, a time basis of payment means greater difficulty in determining 
labor cost per unit produced. Efficient operation and good labor rela¬ 
tions, resulting in large volume, will mean a lower cost per unit of pro¬ 
duction than inefficient operation and strained labor relations. The fact 
that the rate paid per week is the same, regardless of output, may stimu¬ 
late employers to provide the most efficient machines, and to have ma¬ 
terials flowing to workers in a steady stream. 

Generally speaking, the longer the period on which the wage is 
based, the greater is the worker s security. The worker who has a con¬ 
tract agreeing to pay him a stated amount for one year s work is secure 
in the knowledge that he will have that income for the year. Hence one 
of the demands of labor in recent years has been the guaranteed annual 
wage. This means a guarantee by the employer of a minimum number 
of weeks of work during the year. A f<?w hundred firms have tried this 
scheme. Although labor favors it because of the increased security it 
gives, employers are wai y of any proposal that makes labor cost a fixed 
cost, which cannot be easily adjusted to changes in the volume of pro¬ 
duction. 

In some business firms there have been experiments in profit sharing. 
Profit sharing provides for an additional bonus to employees when prof¬ 
its rise higher than a specified level; the amount of the bonus for each 
worker is usually based on wages and length of service. The aim is to 
make the worker feel that he profits, along with the owners, from in¬ 
creasing efficiency. Labor has not been enthusiastic about such plans, 
on the grounds that when the employer is in financial difficulty, he will 
feel justified in suggesting that wages be cut to make up for losses. 

The fact that employment may bring with it benefits other than a 
money wage must not be overlooked. Many firms provide recreational 
facilities, pensions, life insurance, and other advantages, which, though 
not part of the wage, are considered by workers in weighing the attrac¬ 
tiveness of the job. Unions have, in recent years, placed increasing em¬ 
phasis on the establishment of pension and welfare systems. 

Experiments have been made with agreements between workers and 
employers that wage rates be automatically raised or lowered as the 
cost of living rises or falls. Labor has generally opposed such schemes, 
on the ground that it makes for a static level of real wages, and prevents 
the improvement of the workers’ standard of living. The 1947 contract 
between General Motors and the United Automobile Workers’ union 
provided for such an arrangement on a modified basis. Wages were to 
be adjusted to changes in cost of living, but a special annual increase 
was provided for in order to make possible a rise in the real wages of 
the workers. This arrangement was renewed in the 1950 contract. 

A high wage rate does not necessarily mean high earnings. The level 
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of earnings depends not only on the wage rate, but also on the amount 
of time spent at work. Many people are misled by high hourly rates, in 
such occupations as mining or the building trades, into believing that 
total earnings are necessarily at an equally high level. When industries 
are seasonal, busy during part of the year only, the time worked and 
the total earnings may be moderate or even low, despite high wage 
rates. 


3^YEARS OF FACTORY WORKERS WAGES - IN DOLLARS AND PURCHASING POWER 



Labor Information Bulletin, Februaryy 1948 


A glance reveals that real wages in 1947, despite some decrease from the 
high in 1944, were considerably higher than in 1913, the so-called “good 
old days.” Note that real wages declined slightly in 1947, while money 
wages rose. What must have happened to the cost of living? 

Productivity and Wages 

To the employer of labor, workers are a factor of production, to be 
combined with other factors, such as land, buildings, machines, and 
materials. Because of its contribution to the production of goods 
and services, labor receives about two-thirds of the national income; 
and this huge amount is divided among tens of millions of workers. The 
money received by the workers of this country constitutes a huge pool 
of purchasing power. But, as has been pointed out in earlier lessons, it 
is real wages —the amount of goods and services which money wages 
can buy—that determines the workers’ standard of living. 

Over a long period of time, real wages are determined chiefly by pro¬ 
ductivity; that is, the amount of goods or services produced per man¬ 
hour. A man-hour is the work done by one man working one hour. Thus, 
eight man-hours of work result from one man’s working eight hours, or 
from two men’s working four hours, or from a number of other possible 
combinations. Increased productivity is made possible by the improve¬ 
ment in the skill of the individual worker, and by the use of more ma¬ 
chinery and more systematic methods of production. The worker today 
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is physically more fit, better educated, and more attuned to systematic 
working procedures than was the worker of previous generations. 
Businessmen invest large amounts of capital in plant and machinery, 
in order to get larger profits by increasing the productivity of their 
workers. This development of better methods of production has en¬ 
abled businesses to lower cost per unit, do a larger volume of business, 
and make more profits. More profits make possible higher wages. 

The economic development of the United States has been noted for 
its tremendous technological development, and for the high productiv¬ 
ity of labor. This fact is illustrated in the chart which follows. The chart 
shows the increase in labor productivity over a hundred years. Labor 
productivity per man-hour in 1944 was over five times what it was in 
1850. During this period there was an accompanying increase in in¬ 
vestment per worker; this is shown in the graph on page 231. The fact 
that real national income also rose is evidenced in the graph on page 
65. Labor s gain in rising productivity is shown by rising real wages; 
the rise from 1913 to 1944 is revealed in the graph on the opposite 
page. 

Technological progress and higher labor productivity make it pos- 

ONE MAN-ONE HOUR 

INCREASE OF OUTPUT PER MAN-HOUR 



HARRY A. HERZOG FOR THE PUBLIC AFFAIRS COMMIHEE. INC. 


In the fifty years from 1850 to 1900 the productivity of labor more than dou¬ 
bled. In the next forty years it more than doubled again. Constantly increasing 
productivity has been a major factor explaining constantly rising standards 

of living. 
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sible for businessmen to pay higher wages without increasing the prices 
of their goods. This does not prove that a wage increase is always pos¬ 
sible without increasing the prices of goods. The businessman is in busi¬ 
ness to make a profit, and his selling price must more than cover his 
costs. If a wage increase means increased cost per unit, he will have to 
raise prices or accept lower profits. However, where machinery is used 
and mass-production techniques followed, an increase in volume of 
output may reduce unit costs by spreading overhead cost over a greater 
volume of production. If production is below capacity, a wage increase 
can be oflFset by an increase in production. The wage increase may be 
paid out of increased productivit\% rather than out of increased prices 
or lowered profits. If production is already at capacity—as was true for 
many businesses during the war years—a rise in wages may make nec¬ 
essary a rise in prices, if profits are to be maintained. 

Factors Determining Wage Rates 

The wage paid for a particular kind of labor is, like other prices, de¬ 
termined by supply and demand. The supply of labor is the number of 
workers of particular kinds available at a given time. The demand for 
labor depends on the number of jobs of particular kinds available at 
the time. A decline in labor supply, or an increase in demand for labor, 
tends to raise wage rates; au increase in labor supply, or a decrease in 
demand for labor, tends to cause a fall of wage rates. Thus, during the 
war, the number of workers available for many types of skilled jobs 
was reduced, because the needs of the armed services for men reduced 
the labor supply. At the same time, the huge increase in production 
swelled the demand for labor. The wartime situation caused employers 
to raise wages to attract workers. 

The supply of labor does not consist of a mass of people all of whom 
are capable of performing any type of labor. As the chart on page 445 
shows, labor is divided into groups of skilled, semiskilled, unskilled, 
clerical, manual, and professional workers. Each group is divided into 
particular occupations, requiring different levels and types of training 
or experience. If, for example, the supply of electricians is too small, it 
is not possible for other workers to shift immediately into that occupa¬ 
tion, to take advantage of rising wage levels. The period of training may 
•be lengthy, and many workers may not like, or be suited for, that kind 
of work. Labor, therefore, consists of many noncompeting groups of 
workers. Workers in skilled occupations do not face the constant threat 
of immediate competition from other types of workers. On the other 
hand, unskilled and semiskilled workers can shift only from one kind 
of unskilled or semiskilled work to another. 

There is also a resistance to shifting from one place of occupation to 
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Clerical 

workers 

SkwQ 

workers 
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Business men 
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Almost two-thirds of the labor force in 1940 consisted of unskilled, semi¬ 
skilled, and clerical workers. Technological advances seem to have decreased 
the proportion of unskilled workers while increasing the proportion of semi¬ 
skilled; the proportion of skilled remained constant. (Data from Twentieth 

Century Fund) 


another. Workers will move to new parts of the country to take advan¬ 
tage of new opportunities; but the process ordinarily is slow, because it 
is expensive, and involves leaving accustomed locations and people. 
Various kinds of discrimination make it difficult for some people to shift 
into better jobs. This tendency to resist change of occupation is often 
referred to as the immobility of labor. The fact that labor is fairly im¬ 
mobile means that the wage rate for a particular occupation depends 
upon the supply of a given type of labor at a given time and in a given 
place rather than upon the supply of labor in general. 

The Demand for Labor 

Several important factors have affected the demand for labor. The 
demand for labor has grown along with the development of the country 
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from a tiny agricultural laud to a great industrial nation. With the 
growth of population, the increasing use of the natural resources, and 
the establishment of new industries, more jobs have been created. 

The long-run expansion has not moved at an even pace, but has been 
affected by periodic changes in economic conditions. During periods of 
prosperity, opportunities for profits are great, and businessmen venture 
into new enterprises. In this way the businessman makes jobs for his 
own employees, and for the workers in the businesses which supply 
him with materials and equipment. Depressions limit the opportunities 
for profit and the demand for labor. It must be remembered, however, 
that the demand for workers does not vary at an even rate for all kinds 
of work. The demand varies from industry to industry, from one place 
to another, and from one kind of work to another, according to a great 
variety of factors. 

The demand for labor is also affected by technological changes, that 
is, inventions or other changes in the methods of production. Thus, the 
invention of a bottling machine reduced the demand for glass blowers, 
while it increased the demand for machinists and steel workers. The net 
effect of technological progress upon the demand for labor depends 
upon whether the number of jobs created is larger or smaller than the 
number of jobs eliminated. 

The demand for specific kinds of workers is affected by seasonal flue- 
tuitions in particular industries (see pp. 466 and 623). 

Changes in style and consumption habits, too, affect job opportuni¬ 
ties. If ladies’ hats are decorated one year with costume jewelry and an¬ 
other year with feathers, there are corresponding changes in the de¬ 
mand for labor in the jewelry and feather industries. The development 
of modernistic styles of furniture increased the use of chromium and 
steel, and helped to create more jobs in the steel industry. 

The Supply of Labor 

The number and the kinds of workers available depend on a variety 
of factors. General economic conditions are very important. During a 
period of full employment, the supply of workers is small relatively to 
the demand. Some of them leave low-paying or less pleasant kinds of 
work for jobs which are more comfortable and better paying. Often, 
when earnings of the family’s breadwinner are high, fewer people in 
the family go to work; housewives stay at home, and young people 
continue their education. This withdrawal of workers reduces the 
supply of labor, and enables the remaining workers to get more for 
their services. When times are bad, the situation is the opposite. The 
supply of labor is greater than the demand for labor, and workers 
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compete with one another for jobs. This competition is increased by 
the entrance into the labor market of additional workers, to help in¬ 
crease their families’ incomes. Workers are therefore forced to take 
whatever jobs they can get, and wage rates are cut. 

An important factor in the labor supply is the growth and shifting of 
population. The advancement of medical science has increased the span 
of life, and has increased the labor supply, especially of older workers. 
Migrations of workers from one country to another, or from one section 
of a country to another, or from one industry to another, also affect the 
supply of labor and therefore wage rates. The huge flow of immigrants 
into this country during the period between the 1840’s and World War I 
helped to provide a large supply of cheap labor, and limited the rise of 
wages. When many young people left the farm for city life (graph on 
p. 390), the supply of factory and white-collar labor increased accord¬ 
ingly. During World War II, tens of thousands of workers shifted from 
their normal jobs to the airplane plants and shipyards of the West 
Coast and the South. American labor unions have opposed large-scale 
immigration into this country, because they fear that an increased 
labor supply would keep down wage rates. 

The supply of labor is also affected by social standards as to who 
ought to work, and as to what kinds of work are desirable. We have be¬ 
come accustomed, for example, to having married women work. In re¬ 
cent times there has been a drift toward white-collar types of work— 
clerical work, selling, professional—because these types of work, in 
the minds of some, bring a higher social status than manual labor. This 
has greatly increased the supply of white-collar workers and limited the 
supply of mechanics and craftsmen. During the 1940’s this neglect of 
skilled trades was reversed, because of the high wages of skilled work¬ 
ers of all kinds. 

Government regulation is becoming increasingly important in deter¬ 
mining the supply of labor. Compulsory-education laws and other gov¬ 
ernment regulations have greatly reduced the number of boys and girls 
in the labor market. The employment of women and children in jobs 
which are too dangerous or strenuous is forbidden. Standards and li¬ 
censes have been established for various kinds of skilled workers, such 
as electricians, plumbers, and dental mechanics. The standards tend to 
limit the number of workers in these fields. Laws have also been passed 
by federal and state governments to help workers organize labor unions 
(see p. 526). 

As you will see in Lesson 62, labor unions are an important device for 
controlling the supply of labor and for keeping up wages. For a long 
time the carpenters, plumbers, electricians, machinists, and other such 
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skilled craftsmen were the leaders in the union movement, and were 
the leaders in raising wage standards. In recent years trade unions have 
spread into many fields of semiskilled and unskilled work. 

A major factor influencing the supply of a particular kind of worker 
is the nature of the work. In general, the greater the amount of skill or 
training required, or the more strenuous or dangerous the work, the 
smaller the supply will be, and the higher the wages and salaries. Busi¬ 
ness executives and professional people may not work as hard physi¬ 
cally as other people, but their supply is relatively limited, because of 
the intelligence, skill, and personality required. Employers have to pa\ 
higher wages and offer special inducements such as insurance benefits, 
to the “sand-hogs” who dig tunnels, and to the various kinds of miners, 
because of the high rate of accidents and illnesses. 

It would be wrong to conclude that labor has its wages determined 
exclusively by the operations of supply and demand, like an ordinary' 
article. Labor consists of human beings, and wages are incomes of indi- 
\'iduals, not just a price for services. Low wages may mean low costs 
and low prices, but they also mean low income, low standards of living, 
poor education, poor health, poor morale, and general discontent. In 
the Clayton Act of 1914, the federal government stated the principle 
that “the labor of a human being is not a commodity or an article of 
commerce.” 

The federal and state governments in many ways have shown a con¬ 
cern about the level of wages and the conditions of work. Minimum 
wages and maximum hours have been set. The conditions of employ¬ 
ment, particularly for women and children, have been subject to regu¬ 
lation. The right of workers to organize unions to better their condi¬ 
tions has been recognized. 


Exercises and Activities 

I Dictionary of Economic Terms 

demand for labor noncompeting groups 

guaranteed-annual piecework basis 

wage productivity 

immobility of labor profit sharing 

man-hour real wage 


speed-up 
supply of labor 
time basis 
wage rate 
wages 


II Questions and Problems 

1) In parallel columns list the factors which affect (a) the supply of 
labor, (b) the demand for labor. 

2 ) Account for the following differentials in wages: (a) a carpenter re¬ 
ceiving a higher weekly wage than a bookkeeper; (b) carpenters in 
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one town receiving a higher wage than carpenters in another town; 
(c) a star baseball player earning more than the highest-paid col¬ 
lege president; (d) a '‘sand-hog” earning more than a stenographer. 

3) The American worker has a much higher standard of living today 
than he had fifty or one hundred years ago. List the demand and 
supply factors that have aflPected his wages. 

4) In an attempt to define the phrase “a living wage,” this statement has 
been made: ‘Tt all depends on whether you’re receiving or paying 
it.” (a) Explain this statement, (b) How does this reflect one of the 
problems in labor-management disputes? 

5) (a) Summarize the various methods of wage payments described in 
this lesson, (b) Which of the methods of wage payments do you con¬ 
sider most desirable? Why? 

6) Show how the immobility of labor preserves the existence of non¬ 
competing groups. 

7) "The labor of a human being is not a commodity.” Explain this state¬ 
ment, and show how public policy has been affected by this idea. 

8) “Over a long period of time, real wages are determined chiefly by 
productivity.” (a) ExpLin this statement, (b) Comment upon the 
statement from the viewpoint of labor and management. 

Ill Things To Do 

1) Draw a graph based upon the following figures: 


Earnings of the Average Non-farm Employee. 1890-1946 



Full-time 

Equivalent 

Money 

Real Earnings 


Kami figs* 

Earnings 

{1910-14 dollars) 

1890-94 

$ 553 

$ 502 

$ 636 

1895-99 

542 

468 

597 

1900-04 

590 

554 

644 

1905-09 

641 

597 

647 

1910-14 

700 

649 

649 

1915-19 

978 

918 

678 

1920-24 

1,392 

1,235 

682 

1925-29 

1,492 

1,384 

781 

1930-34 

1,307 

950 

640 

1935-39 

1,366 

1,103 

721 

1940-44 

1,910 

1,763 

1,066 

1945-46 

2,508 

2,408 

1,261 


• “Full-time equivalent earnings” are the earnings • wage earner would receive if he worked 
full time, with no loss of income due to unemployment, (Adapted from the New York Times.) 


2) Secure the figures which will bring the above table up to date. Pos¬ 
sible sources are Monthly Labor Review, Statistical Abstract of the 
United States, and special bulletins of the United States Department 
of Labor. 
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3) Answer the following questions based on the above table: (a) Why 
are the figures in the second column always lower than those in the 
first column? (b) What is the base period for computing real earn¬ 
ings? (c) Why are the figures in the third column sometimes lower 
and sometimes higher than those in the second column? (d) Between 
1925-29 and 1930-34, how did full-time equivalent earnings 
change? How did earnings change? Account for the great discrep¬ 
ancy in these two changes, (e) From 1890-94 to 1945—46, by how 
many times did money earnings increase? Real earnings? Account 
for the difference in rate of increase. 

4) (a) In your own community find examples of at least three noncom¬ 
peting groups of workers, (b) Find out what they earn, (c) Try to 
account for any diflFerences in earnings. 

5) Find out the details of the General Motors wage system, or of some 
other similar “pegging” system. 

6) Read and report on (a) Guaranteed Wage Plans in United States, 
a report issued in 1948 by the federal government, (b) Money Value 
of a Man by L. I. Dublin and others (Ronald, 1947). (c) Basic Cri¬ 
teria Used in Wage Negotiations by S. H. Slichter (Association of 
Commerce and Industry, 1947). 


LESSON 



HOURS AND WORKING 
CONDITIONS 


Reducing the Hours of Work 

The descriptive term “sweatshop” has been used to describe a place 
in which conditions of work are far below standard. Here is a quota¬ 
tion which describes sweatshop conditions in the clothing industry at 
the beginning of the century:^ 

THE GARMENT INDUSTRY, 1900 

Sweatshops were everywhere, perched in lofts over stables; concealed in 
dark, rat-infested cellars; stuffed into the bedrooms and dark hallways of 
slum dwellings. There were no washrooms, no drinking water; gas jets burned 
day and night. On July and August “dog days” the workers, carrying their 
work with them, sought fresh air on roofs and fire escapes. 

Older workers toiled from 60 to 80 hours for a weekly wage of $5 to $6. 
Young men and women, classified as “learners,” worked for $1.50 to $3. The 
work week included Saturday and part-time on Sundays. In the busy season 
men frequently worked all night and put in a full day on Sunday. Pitted 


^ Excerpt from . . and the Pursuit of Happiness,** Educational Department, 
International Ladies Garment Workers Union. 
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against each other, workers paid for the use of sewing machines, thread and 
needles and the very chairs on which they sat. 

The factory system had hardly developed before people began to 
protest against the long hours and unhealthy working conditions. Work¬ 
ers demanded that the government limit the hours of work. Employers 
resisted these demands because they feared that a shorter working day 
would reduce production and profits. They argued that a shorter work¬ 
day would create the opportunity for mischief and moral delinquency. 
In the United States, limiting hours of work by law was hindered by the 
fact that each state could make its own laws. In each state, therefore, 
the factory owners feared that if their state passed such laws, they 
would be unable to compete with manufacturers in states permitting 
longer hours. Furthermore, there was the question of the possible con¬ 
flict of these laws with the national and state constitutions. 

The regulation of hours of work has been established, through 
union contracts, and through federal and state laws. At first, hours 
were limited only ior women and children, and for men in dangerous 
jobs like mining. By the time of the War Between the States, govern¬ 
ment employees, and many craft workers, had achieved a 10-hour day, 
but most factory labor still worked about 12 hours per day. Progress in 
the reduction of the work week is shown in the chart below. 

Hours Hours 

per week DECLINE IN WORKING HOURS, 18500 950 per week 



1850 1860 1870 1880 1890 1900 1910 1920 1930 1940 1950 


Note that hours In both farming and industry have decreased but that the 
rate of decrease has been greater in nonfarming occupations. What factors 
may help to explain this? (Data from Twentieth Century Fund) 

Although the campaign for the 8-hour day began soon after the War 
Between the States, the 10-hour day was still standard at the begin¬ 
ning of the twentieth century—except for the building-trades workers. 
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Not until the 1920’s was the 8-hour day generally accepted. In the 
1940’s, the 40-hour week became widely established, along with a defi¬ 
nite tendency toward a 5-day week. 

The debate over reducing the workday and work week (without re¬ 
ducing daily and weekly earnings) is still going on between labor and 
management. Those who favor reduction of the working day point first 
to its pflFect in improving the health of workers. Second, they claim, a 
shorter workday can mean greater efficiency and more production. 
Studies made during the past generation indicate that it is possible, de¬ 
spite the shorter workday, to maintain or even increase production, up 
to a certain point. This is partly the result of reduced fatigue and mo¬ 
notony. It also results from reduction in absenteeism, by which we 
mean frequent absence from work, which interrupts output, reduces 
efficiency, and increases costs. Third, the shorter workday stimulates 
technological improvement. Employers try to offset the shortening of 
hours by making the work more systematic and by introducing more 
and better machines. Fourth, the shorter workday and work week cre¬ 
ate business. People have more leisure, and therefore spend more 
money for motion pictures, baseball, and other forms of entertainment 
and recreation. Fifth, this leisure gives the people time for cultural ac¬ 
tivities and for participating in civic activities. This means a better- 
educated and more active body of citizens—a x ital need in a democ¬ 
racy. Sixth, limiting the number of hours worked by each employee 
helps to spread employment. This is particularly important when busi¬ 
ness slows down and jobs become relatively scarce. 

Businessmen today generally grant the force of these claims, but they 
maintain that there is a limit to the gains. Reducing hours of work be¬ 
yond a certain point, soon reached, means reducing production. This 
means fewer goods and lower standards of living, or higher costs and 
higher prices. Up to now the reduction of hours in American industry 
has been absorbed with little difficulty, because of the extraordinary 
development of technology and rising productivity. But this process 
cannot continue forever. There is a limit to increasing productivity by 
technological improvement. Besides, workers often oppose improve¬ 
ments in methods of production because they fear unemployment. 

Industrial Illness and Accidents 

A decade ago a newspaper published a story about a “village of liv¬ 
ing dead men.” The story told of several hundred men waiting for 
death, after having contracted silicosis while digging a tunnel through 
a mountain. No masks had been provided for them while they drilled 
through the rock, nor had water been used to keep down the dust. Sto¬ 
ries of this kind are shocking; but they help to remind us that we have 
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paid, and are still paying, a high price in illness and accidents, injury 
and death—in human suflFering—for the industrial system which we 
have developed. 

Millions of American workers are in occupations in which one or 
more diseases are a definite hazard. Perhaps the most widespread prob¬ 
lem is dust, such as is given oflF in foundry work, grinding of tools, metal 
and jewelry polishing, quarrying of stone, manufacture of glass, and in 
mills using cotton, felt, wool, tobacco, flour, and paper. In certain chem¬ 
ical industries the health of some workers is gradually harmed. Work¬ 
ers in tanneries must guard against anthrax. Those who work under ex¬ 
treme pressure, as in the building of tunnels, are exposed to various 
types of illnesses. The artificial dampness required in textile mills make 
textile workers susceptible to tuberculosis. 

In addition, every year there are over 2 million industrial accidents 
in this country. Over 20,000 of these accidents are fatal. The number of 
accidents varies from one occupation to another; probably the worst 
record is found in mining. The United Mine Workers Journal once pub¬ 
lished statistics for the coal mines showing that over the previous 50 
years, the average number killed by accident had been over 2000 per 
year, and the number of injuries had been over 100,000 per year. 

These industrial illnesses and accidents are in addition to the ordi¬ 
nary illnesses which occur among workers as among everybody else. 
Studies show that there is proportionately more disease among un¬ 
skilled, low-income workers than among business and professional peo¬ 
ple and skilled workers. 

Industrial illnesses and accidents are traceable to a variety of causes. 
To some extent they result from bad working conditions, some of which 
are avoidable, while others are not. Machine work combines monotony 
and speed, and thereby increases nervous strain. In many factories and 
offices the noise is great enough to add to the nervous strain. Lighting 
may be too little, too much, or poorly arranged. Temperature, humidity, 
and ventilation also affect the skin, lungs, blood pressure, and nervous 
reactions of the workers. Dirt, unscientific arrangement of machines 
and workbenches, and unsanitary drinking and toilet facilities endan¬ 
ger workers’ health. Industrial accidents and illnesses are also caused 
by the workers’ own negligence. Sometimes they handle tools and ma¬ 
chinery carelessly, and neglect the use of proper safety devices. Rules 
for good health are violated by workers, as by the rest of the population. 

It is diflBcult to measure accurately the cost of industrial accidents 
and illness to this country. We know, however, that the cost amounts to 
several billion dollars a year. Work is interrupted, many workers are 
below their normal efficiency, and new workers have to be trained to 
replace those who are sick or injured. Large amounts have to be spent 
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by companies for accident-compensation insurance, and for workers’ 
sickness and death benefits. Millions of workers suffer some loss of in¬ 
come, and have to pay for medical expenses. In addition, there is dam¬ 
age, in terms of broken careers and suffering families, which cannot be 
measured in money. 



Bureau of Mines 


A fully equipped rescue crew carries an accident victim from a coal mine. 

Mining has been among the most hazardous of American industries. 

Improving Workers’ Health and Safety 

There is no easy solution for the problem of the workers’ health and 
safety. Precautions against disease and injury cost money—improved 
ventilating equipment and lighting fixtures; scientifically arranged 
workbenches, conveyor belts, and assembly lines; special types of 
masks, goggles, gloves, and shoes; medical attendance and first-aid fa¬ 
cilities. All these safety measures mean, in the short run, higher costs 
for the businessman, lower profits, and greater difficulty in meeting 
competition. Many businessmen therefore hesitate to spend the money 
for safety measures except when times are good, or until they are forced 
to adopt such measures by pressure from insurance companies, labor 
unions, or public agencies. Usually it takes a headline disaster—a bad 
fire, a mine explosion, or a shocking exposure like the story of the “liv¬ 
ing dead men”—to arouse the public enough to get stricter laws or bet- 
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ter enforcement of existing laws. Improvements therefore come in 
spurts. 

In spite of these difficulties, much progress has been made. Many 
business firms have found that, in the long run, safety measures reduce, 
rather than increase, production costs. This fact results from the in¬ 
creased productivity of healthy workers, from the minimizing of ab¬ 
senteeism, and from the reduction in insurance costs. 

Many labor unions, in their contracts with employers, have included 



Standard Oil Co. (N.J.), photo by Corsini 


Safety equipment reduces occupational hazards. This man is a pumper, 
gauging tanks of crude oil rich in sulphur. He is required by law to wear a 

mask. 

rules about working conditions as a means of protecting the workers’ 
health and safety. One of the chief accomplishments of organized labor 
in this country has been in securing the passage of laws regulating 
working conditions and protecting the health and safety of working 
people. In general, these laws, varying in the forty-eight states, make 
the following provisions: (1) women and children may not be em¬ 
ployed in certain kinds of strenuous or dangerous work; ( 2 ) ventilation, 
lighting, temperature, and handling of poisonous materials are regu¬ 
lated; (3) guards and other safety devices must be provided for belts, 
gears, and other moving parts; (4) in certain kinds of work the com¬ 
pany must provide goggles, masks, and other safety equipment; (5) 
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protection against fire must be provided—adequate exits, fire-fighting 
equipment; (6) minimum standards of sanitation are set for toilet and 
washing facilities, drinking water, space for eating, first aid; (7) hours 
of work must be shorter for strenuous occupations. 

It is generally recognized that in the field of industrial safety, edu¬ 
cation is very important. Government agencies and insurance compa¬ 
nies have issued numerous pamphlets and other publications, in an ef¬ 
fort to make both employers and workers more safety-conscious. Trade 
and vocational schools teach shop safety, and the actual use of ma¬ 
chines is withheld until each pupil passes his safety test. 

Modern science has also contributed to industrial safety. Medical re¬ 
search has taught us much about the prex ention and treatment of such 
diseases as silicosis and tuberculosis. Health departments maintained by 
communities, by employers, and by unions are able to prevent, as well 
as cure, ailments which previously were neglected. 

Workmen s Compensation 

It would, of course, be most desirable to prevent industrial accident 
and occupational disease. It is not likely, however, that all industrial 
sickness and injury can be avoided. Hence, it has been found desir¬ 
able to provide a system of easing the financial problems and worries 
of those who become sick or who are injured as a result of the work 
they do. This is provided by workmens compensation laws, whif'h now 
exist in forty-seven states. 

Compensation is a payment of money to a worker injured on the job, 
or to the family of a worker killed on the job. Before special workmen’s 
compensation laws were passed, the worker had to sue his employer. 
He had to prove not only that the employer was negligent but also that 
neither the injured party nor a fellow worker was guilty of contributing 
to the injury by negligence. Workmen’s compensation laws make such 
procedures unnecessary. They specify tliat, for accident or illness on the 
job, specific payments be made to the worker or his family. Employers 
carrv insurance with a private company or state agency, which pays the 
compensation benefits. This guarantees that a worker will receive his 
benefits, regardless of the financial standing of the employer. 

Although they are not aimed primarily at prevention, workmen’s 
compensation laws have helped to reduce the occurrence of industrial 
accidents. The educational activity of insurance companies has en¬ 
couraged better safety precautions. The use of an experience-rating 
plan in fixing insurance premiums has also had some eflFect. This means 
that the employer with a good record pays a lower premium than one 
in whose plant accidents are frequent. This plan, coupled with the fact 
that rates are often based on an inspection of working conditions and 
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safety precautions, acts as an incentive to eliminate possible causes of 
accident. 


Exercises and Activities 
I Dictionary of Economic Terms 

absenteeism workmen’s compensation 

experience-rating 

II Questions and Problems 

1) How does the chart on page 451 illustrate the effects of the indus¬ 
trial revolution? 

2) (a) Summarize the arguments in favor of reduced hours of work, 
(b) Is there a limit to the possible reduction of hours? Discuss. 

3) Name the major causes of industrial illnesses and accidents. 

4) List five important types of laws regulating working conditions. 

5) Why are many employers in favor of improved working conditions? 

6) How do workmen’s compensation laws (a) compensate for illness 
and injury, and (b) help to prevent them? 

HI Things To Do 

1) W^rite a report about silicosis: causes, results, and attempts to oxer- 
come the disease 

2) (a) Review the discussion of scientific management on page 234. 
(b) How does it improve working conditions? (c) Why do workers 
claim that it sometimes leads to the speed-up and the stretch-out? 

3) Read the government pamphlet. Butch Learned the Hard Way, a 
popular presentation of basic safety rules for workers. 

4) Write a brief essay on how the novels of Charles Dickens or Arnold 
Bennett helped to expose bad w^orking conditions. 

5) Read and report on Chapter 9 of The American Story of Industrial 
and Labor Relations (published by the New York State Joint Legis¬ 
lative Committee on Industrial and Labor Relations, 1943). 


LESSON 



THE PROBLEM OF SUB- 
STAN DARD WORKERS 


Why Substandard Workers Are a Probt em 

As we investigate the conditions of particular working groups, par¬ 
ticular areas, or particular industries, we note that some groups of 
workers do not, on the average, fare so well as others. Substandard 
workers are those whose wages and working conditions are below so¬ 
cially acceptable standards. 
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Despite increasing acceptance of the principle of “equal pay for 
equal work,” some workers find it harder to get jobs and may therefore 
work longer hours for lower rates of pay. Children under sixteen and 
women frequently work for lower wages than men doing the same 
work. Immigrants, in the years when immigration was important, were 
employed at less than standard pay and under substandard working 
conditions. Negroes still find themselves unable to compete equally in 
the labor market. 

The existence of a large group of workers who find it necessary to ac¬ 
cept lower standards is a threat to the standards of all workers. The sub¬ 
standard workers are forced by economic necessity to engage in a sort 
of cutthroat competition with each other and with other workers. In 
good times, this competition may not be very noticeable. When busi¬ 
ness slows down, and the demand for labor shrinks, it may become a 
factor of importance. Employers, faced with the need for cutting costs, 
are able to use the ever-present group of low-wage workers as a 
means for cutting wages. 

The low wages of the substandard workers means a low standard of 
living, poor health, and inferior education. The costs of public relief 
and health services are often a drain upon the community pocketbook. 

Factors Causing Substanj>ard Conditions 

Why are some groups of workers substandard? The first reason may 
be inability to handle better jobs. Some occupations are not open to 
women and children, because women and children lack the necessary 
strength and physical endurance. Forced to concentrate on a limited 
number of job areas, women and children tend to accept lower wages 
and poorer working conditions. 

A second reason for substandard groups is social custom. Certain jobs 
are still regarded as unsuitable for women. Some racial, religious, and 
national groups suflFer from discrimination. Immigrants, accustomed to 
the low wages and living standards of other areas, are willing to accept 
low wages and hard work, until they become acquainted with American 
standards. 

Geographic factors are also important. Regions where soil is eroded, 
where mines have been worked out, where timber has been cut— 
regions whose resources have disappeared—tend to be areas of low 
wage standards. Immobility of labor makes the migration of workers a 
slow process. Job opportunities disappear, and a problem area of sub¬ 
standard workers results. This was true in some regions of New Eng¬ 
land, when the shift of the textile industry to the South left large num¬ 
bers of skilled textile workers high and dry. In the South, the presence 
of a large Negro population was a factor in creating a large substandard 
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group. Accompanying this was the erosion of soil in many parts of the 
Southeast, making for a poor farming group. The breakdown of the 
plantation system and the introduction of a system of sharecropping 
produced a group of substandard workers. 

Another factor has been the absence of eflFective labor organization 
among substandard workers. Generally unskilled, they are most easily 
replaceable, and therefore they have the greatest difficulty in making 
their organizations effective. Often subject to prejudice, they have not 
been readily accepted on an equal basis in existing unions. 

Women Workers 

The growing importance of women in the labor force is shown in the 
following graph. Women’s pa}^ is generally below that of men who do 
the same work. 


NUMBER AND PROPORTION OF FEMALE WORKERS, 1870-1940 



Women have played an increasingly important role in industry. The solid 
bars in the chart show an increase in the percentage of women workers; the 
shaded bars show the increase in actual numbers of women workers. In 
what ways has this affected family life? What changes in our way of living 

have made this increase possible? (Data from Twentieth Century Fund) 

Fortunately much progress has been made, particularly between 1930 
and 1950. World Wars I and II helped to broaden job opportunities for 
women. Because men were needed for military service and for essential 
civilian work, women took over a great deal of the clerical work in of¬ 
fices and stores, and also many kinds of mechanical work which hitherto 
had been done by men. The spread of free public education in the 
1920’s and 1930’s gave women more opportunity to secure more indus¬ 
trial, commercial, and professional training. The improvement of trans- 
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portation and the simplification of housework made it easy for many 
women to combine full-time or part-time work with their housekeeping 
duties. 

At the same time that women have found more types of employment 
open to them, their status has improved in many other ways. To a large 
extent this has been the result of special protectix e legislation. Since 
the passage of the Massachusetts ten-hour law in 1879, almost every 
state has established some limitation on daily and weekly hours for 
women. Many states prohibit night work by women (usually after ten 
P.M.), and some require definite rest periods. Most states forbid (in 
varying degrees) the employment of women in dangerous and undesir¬ 
able industries, such as mines, foundries, and factories having danger¬ 
ous machinery. 

The large wartime demand for their services gave women an oppor¬ 
tunity to establish the principle of equal pay for equal work. Labor 
unions welcomed these millions of women into membership and estab¬ 
lished the principle that pay should be based on the kind of work done, 
regardless of sex. The wartime regulations of the federal government 
also recognized this principle, and the State of New York, in 1944, 
passed a law prohibiting employers from paying women less than men 
for the same type of work. 

Women have begun to raise themselves out of the status of sub¬ 
standard workers. It remains to be seen whether the gain will be ex¬ 
tended and will be permanent. 

Children as Workers 

One of the indexes of social progress during the past hundred years 
has been the reduction of child labor, as shown in the chart opposite. 
In the 30 years from 1900 to 1930 the number of children declined from 
two million to less than half that figure. In 1930, less than five percent 
of children from ten to fifteen years old were working for pay, com¬ 
pared to almost 70 percent in 1900. In 1930, children from ten to fifteen 
years of age were only about one percent of the labor force, compared 
to five percent in 1900. 

These figures are not completely accurate, since there is a certain 
amount of illegal, unrecorded employment of children. There can be no 
doubt, however, about the great gain we have made in this country in 
taking children out of the labor market. Three-fourths of the child work¬ 
ers of this country are now found on the farms; in manufacturing and 
trade the numbers are insignificant. 

The entire community is interested in the elimination of child labor. 
We know, from the many studies which have been made, that the 
health of children is harmed by labor. Furthermore, young workers do 
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From 1900 to 1930 there wos a decrease in the number of children working 
for pay (upper graph). The percentage of ail children from 10 to 15 years of 
age working for pay in 1930 was about one-fourth of what it was in 1910 
(lower left). Approximately the same drop took place In the percent of 
children of all ages gainfully employed (lower right). (Data from Census 

Bureau) 


not get enough education and therefore have little opportunity to lift 
themselves beyond unskilled and semiskilled jobs, or what are called 
‘‘blind-alley jobs,” which offer little opportunity for advancement. 

Over the past half-century every state has adopted some laws re¬ 
stricting the use of child labor. The chief method is a compulsory 
school-attendance law, which usually requires attendance until the age 
of sixteen; with some kinds of part-time work permitted at the age of 
fourteen. Many states forbid factory work for children under sixteen; 
they also limit the number of working hours per day and per week, and 
prohibit night work. The federal and state minimum-wage laws have 
also discouraged the use of child labor. 


Immigrants 

A writer once said, “Immigration is the life history of this nation.” 
The thirteen American colonies were, of course, founded by immi¬ 
grants. During the hundred years from the end of the War of 1812 to 
the end of World War I, immigrants plajed an important part in the 
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growth of the United States into the greatest industrial and commercial 
nation of the world. Over 30 million immigrants came to this country 
during that period, 85 percent of them from Europe. Those who were 
themselves immigrants, or the children of immigrants, wanted to pro¬ 
tect their newly-found prosperity against the competition of cheap- 
labor immigrants. This economic fear was coupled with religious and 
nationalistic prejudices. 

From 1882 to the 1920 s a series of laws were passed, setting up re¬ 
strictions on immigration. The result is that, as far as immigration into 
the United States is concerned, the world is divided into three parts. 
The area of unrestricted immigration includes Canada and Latin Amer¬ 
ica; there is no numerical limit on immigration from these countries. 
The no-immigration area includes Asia and the Pacific (except Amer¬ 
ican-owned islands). No immigrants are allowed from this part of the 
world, except for a small Chinese quota. The quota areas include the 
countries of Europe, Africa, and the Near East, and China, Australia, 
and New Zealand. These quotas, or specified amounts, were set to al¬ 
low about 125,000 immigrants a year from the countries of Northern 
and Western Europe, about 25.000 from the countries of Southern and 
Eastern Europe, and 105 from China. 

World War II forced the easing of these restrictions. The world was 
moved by the tragic plight of the “D.P.’s,” the millions of displaced per¬ 
sons, who had been uprooted from their homes in central and eastern 
Europe. Many groups in this country urged that our gates be opened 
to the D.P.’s; but there was general objection to abandonment of the 
immigration policies adopted in the 1920's. As a compromise, legislation 
was adopted to admit several hundred thousand D.P.’s, over and above 
the immigration quotas. 

Racial, Religious, and Nationality Groups 

The manpower shortage of World War II did much to lower the bars 
of discrimination against minority groups. Employers overcame some of 
their prejudices and fears about hiring Negroes, and workers became 
accustomed to having Negroes as fellow workers. Many unions took 
steps to eliminate barriers against Negroes. One of the most important 
factors in the situation was the creation by President Roosevelt of the 
Fair Employment Practices Committee (FEPC). This committee was 
given the task of eliminating discrimination in employment. Its chief 
weapons were persuasion and publicity. 

Wartime experience has shown that success in eliminating discrimina¬ 
tion against minority groups in employment depends mainly on two 
factors: (1) the maintenance of full employment, so that competition 
for jobs is lessened, and (2) the ex*lent to which governments and in- 
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dividuals are prepared to enforce equality of opportunity for employ¬ 
ment. 

The FEPC was forced to go out of existence in 1946, because of the 
opposition of the South. As of the beginning of 1950, however, eight 
states—Connecticut, Massachusetts, New Jersey, New Mexico, New 
York, Oregon, Rhode Island, and Washington—had laws forbidding 
business firms to discriminate against racial, religious, or national 
groups in the hiring of employees. Eight other states forbade such dis¬ 
crimination by contractors doing public construction work. 

The Fair Labor Standards Act 

We have seen that much has been done to raise the levels of sub¬ 
standard groups by unions and by legislation. Most of the laws have 
been state laws. In 1938, the federal government passed the Fair Labor 
Standards Act, known also as the Wages and Hours Act. This law ap¬ 
plies to all workers engaged in interstate commerce or in the produc¬ 
tion of goods for interstate commerce, unless they are specifically ex¬ 
empt, as in some agricultural jobs. The law provided for the gradual 
establishment of a minimum wage rate of 40 cents an hour; this min¬ 
imum was raised to 75 cents in 1949. The maximum hours permitted 
are 40 hours a week; work beyond this amount must be paid for at over¬ 
time rates. The law also prohibits the employment of children under 16 
years, with certain exceptions. 

In addition, the Walsh-Healey Public Contracts Act (1936) provides 
that government contracts for the purchase of materials, or for per¬ 
formance of services, must include specified requirements as to wages, 
hours, child labor, and working conditions. These contracts have set up 
requirements which are in some cases well above the provisions of the 
Fair Labor Standards Act. 


Exercises and Activities 
I Dictionary of Economic Terms 
immigration quota substandard worker 

II Questions and Problems 

1) State two reasons why substandard wwkers create a serious prob¬ 
lem. 

2) List four factors causing substandard working conditions. 

3) Name at least four major groups of substandard workers. 

4) Summarize the major provisions of the Fair Labor Standards Act in 
regard to (a) hours, (b) wages, and (r) child labor. 
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5) Do you believe in the principle of ‘‘equal pay for equal work,” re¬ 
gardless of sex, race, religion or nationality? Give reasons for your 
answer. 

6) Argue for or against the following propositions: (a) Since women get 
the benefit of special protect we legislation, they are not entitled to 
equal pay. (b) There should be a uniform federal law regulating 
child labor throughout the country. 

7) Federal inspections of manufacturing industries ha\e rexealed that 
a number of employers violate the Fair Labor Standards Act. What 
suggestions can you make for securing better compliance with the 
law? 

Ill Things To Do 

1) W’rite an essay on the problem of migratory workers. A good fictional 
account is John Steinbeck's Grapes of Wrath (\"iking). A compre¬ 
hensive study of this problem and related problems is found in 
Carey McWilliams’ Factories in the Fields (Little, Brown). What 
steps have been taken to deal with the problem? 

2) Look up statistics on regional differences in earnings and write a re¬ 
port on your findings. 

3) Write a report on the attempts of the National Farm Labor Union 
to raise the standards of farm workers. 

4) Summarize the history of our immigration laws. 

5) Plan a forum discussion or a debate on the question: Should the im¬ 
migration bars be lifted for displaced persons? 

6) Write a report on the child labor provisions of the Fair Labor 
Standards Act. Find out the regulations covering (a) different 
types of jobs, (b) part-time work while schools are in session, (c) va¬ 
cation work. 

7) Look up the laws of your state on any of the problems covered in 
this lesson. 

8) Read and report on Why Women Work (Public Affairs Pamphlet 
x\o. 17, 1938). 

9) Write to one of the state governments mentioned on page 463 for 
literature describing their antidiscrimination laws. 


LESSON 



PROBLEMS OF INSECURITY 


Types of Insecurity 

A well-paying job under good working conditions is an economic goal 
of workers. However, each has an additional goal, that of keeping his 
income and his economic status. There are many factors which tend to 
make income and economic welfare uncertain, which threaten the 
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worker with loss of income and reduction of standard of living. Along 
with his attempts to improve his present status is his striving to assure 
future well-being. This is the quest for economic security. 

One type of insecurity which threatens constantly is that of ill health 
or disability, which may strike the wage earner or any person dependent 
upon his support. Sickness or accident to the breadwinner may have the 
effect of cutting earning power. The sickness of any member of the 
family imposes a burden of expenses for medical services and supplies 
that may drain the resources of all. Often the financial problems associ¬ 
ated with illness or accident are more grievous than the medical prob¬ 
lems. 

A second type of insecurity is that which results from advancing age. 
Especially in the case of manual workers, it brings the threat of not 
being able to get or to hold a job. Many firms have established an age 
limit for new employees: the same is true in public employment. Fre¬ 
quently age is accompanied by increasing absenteeism and loss of in¬ 
come as infirmity and illness become more common. Coupled with 
the greater difficulty of earning a living is the greater expense required 
for medical attention and supplies. 

A third type of insecurity results from uncertainty as to when death 
will strike the wage earner. Every person would like the assurance that 
upon his death, those he leaves behind will not be destitute. That this 
goal to pro\ ide security for loved ones is a common goal is evidenced 
by the widespread holding of life insurance policies. 

A fourth type of insecurity results from the constant threat of losing 
ones job and source of income, the threat of unemployment. The chart 
on page 466 gives a view of the major causes of unemployment. Those 
who are too sick or too old to want employment or to be able to work 
are not, in a strict sense, to be included among the unemployed. Un¬ 
employment refers to the number willing and able to work who cannot 
secure jobs. Some unemployment results from personal factors; investi¬ 
gations have revealed that inability to adjust oneself to the job or to 
working with other people is a very frequent cause of unemployment. 
One of the chief tasks of education in school and the home is to teach 
individuals the skills and habits which make it possible for them to get 
and hold jobs. However, there are always some people who are looking 
for a new position, some who are changing from one occupation to an¬ 
other. This kind of unemployment, resulting from personal factors and 
possibly in accordance with the wishes of the individuals involved, is 
not a major factor contributing to insecurity. 

Unemployment which results from changes in the number of jobs 
available, because of changes in business conditions, is a serious and 
constant threat to security. Business conditions tend to alternate be- 
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tween periods of prosperity and periods of poor sales and production 
called “depressions/' This alternation of good times and bad times is re¬ 
ferred to as the business cycle, or cyclical fluctuation. The unemploy¬ 
ment which occurs when depression causes a shrinkage in the demand 
for labor is called cyclical unemployment. In 1929, when there were 
about 49 million people in the civilian labor force, there were about 2 
million unemployed, approximately 4 percent. In 1932, a depression 


FACTORS CAUSING UNEMPLOYMENT 



Chart by GRAPHICS INSTITUTE, N. Y. 

All these factors operate at the same time. Which of these are particularly 

evident today? 


year, there were about 13 million unemployed, in a total labor force of 
51 million—more than 25 percent. It was a time of bread lines, of wage 
cuts, of relief measures, of economic suffering—a period of great in¬ 
security. Cyclical unemployment is the consequence of inability to keep 
our productive machinery on an even keel. It is a source of insecurity 
that is not the fault of its victims. Society and industry may meet the 
problem in two ways: first, they may seek to eliminate or to reduce the 
cyclical fluctuations in business; second, they may strive to reduce suf¬ 
fering by providing some income for the unemployed. 

In some industries the volume of business varies sharply from one 
part of the year to another; such a^e seasonal businesses. Examples are 
resort industries, fuel oil, coal, clothing. Unemployment which results 
from layoffs during the slack period each year is referred to as seasonal 
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unemployment. It is not so great an element of insecurity as cyclical un¬ 
employment because the slowing down of demand for labor is regular 
and is generally anticipated. In seasonal trade, particularly in industries 
in which there are strong unions, wage rates are higher during the busy 
season because the demand for labor is greater. Some unions provide 
for payments to their members during the slow season. Industry has 
tried with some success to iron out the unevenness in production dur¬ 
ing the year by using plant and equipment to make other products. 
Thus, a knitting mill may make bathing suits at one time and winter 
sweaters at another. One advantage of such measures to employers is 
the reduction of cost per unit by spreading overhead or fixed costs over 
a larger volume. 

Long-term, gradual changes are referred to as secular changes. A 
secular change in style or consumption habits may produce gradual 
changes in demand for labor, resulting in unemployment. Thus, for ex¬ 
ample, a tendency for men to go hatless would affect the demand for 
workers having specialized hat-making skills. Long-run changes provide 
an element of insecurity to the individual. However, because of their 
gradual nature, there is time for the worker to acquire new skills and to 
enter a new occupation. Nevertheless, because it involves retraining, 
worry, and often reduced earnings, such long-term changes are an 
element of insecurity to the individual skilled worker. 

Technological unemployment may result from the introduction of any 
labor-saving device, system, or invention. It is most dramatically evi¬ 
dent when a machine is invented to replace hand labor. Thus the 
invention of a machine to make glass bottles almost eliminated the de¬ 
mand for glass blowing as a skilled craft. However, the glass-bottling 
machine lowered the cost of bottles. It became possible to produce 
them so cheaph’ that many more bottled products could be sold. The 
demand for labor in canneries, bottling works, retail stores, printing 
plants, steel plants, and others increased. In addition, the demand for 
labor in industries related to the manufacture of the machines them¬ 
selves grew. Thus, to the individual worker, in the short run, techno¬ 
logical change is an important element of insecurity. But, from the 
point of view of the total demand for labor, the invention and use of 
machines and efficient methods of production may not have caused an 
increase in total unemployment. However, statistical studies have not 
yet provided definite conclusions about the long-run effect of technol¬ 
ogy on unemployment. 

Private Measures for Increasing Security 

There are measures which the individual can take to gain a degree 
of economic security. In the first place, he cm often follow a program 
of saving which enables him to have financial resources to meet the 
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needs of sudden illness, disability, or death in the family. In the second 
place, he may be able to guard against illness and accident by regular 
consultation of doctors and dentists, and by following a sane and 
healthful manner of living. In the third place, he may buy insurance 
policies offered in bewildering variety by private insurance companies; 
he may buy accident insurance, health insurance, hospitalization, life 
insurance. He may provide for an income in his old age by the purchase 
of annuities from insurance companies. 

The ability of the individual to provide his own security is, however, 
limited by his income. Most families cannot afford to pay the high costs 
of private insurance to the extent necessary to provide full security. 
Many cannot afford even a small life-insurance policy. It is well known 
that in many low-income families, funds are not sufficient to provide a 
fully adequate healthful diet, good living quarters, and fresh air, or to 
pay for the medical attention which is necessary to guard and preserve 
health. 

What the individual may not be able to accomplish by himself may 
be easier through cooperative organizations. Thus lodges, burial so¬ 
cieties, and beneficial organizations of varied kinds have developed. 
The member pays his dues regularly and is entitled to varying types of 
benefit, usually burial expenses and a small death benefit to survivors. 
Labor unions often provide similar benefits to members. Unions fre¬ 
quently pay benefits to members who are laid off during the slow season 
and have arranged for systems of pensions or annuities contributed to 
by members on a voluntary basis. Some unions operate their own in¬ 
surance companies. Credit unions, often operated under union auspices, 
provide cheap credit to help meet emergency needs arising out of ill¬ 
ness or unemployment. The last few years have seen growth in union 
demands for pension and welfare systems financed largely or wholly by 
the employers to supplement Social Security pensions. 

Industry has taken some measures to provide greater security to em¬ 
ployees. They have found that such measures make for happier, more 
eflBcient workers and that the costs have been repaid by increased pro¬ 
ductivity and decrease in labor turnover. Insurance policies paid for by 
the employer are sometimes part of the terms of employment. Some 
large firms employing thousands have established pension systems. 
Many firms continue to pay salaries to workers who are absent during 
periods of illness. Measures taken by employers to stabilize their busi¬ 
ness operations, thus reducing the possibilities of cyclical and seasonal 
unemployment, are indirect contributions to increased security for 
workers. 

Private philanthropic organizations help to increase security. Organ¬ 
izations such as the National Foundation for the Prevention of Infantile 
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Paralysis and others have virtually become American institutions. They 
make their research and medical benefits available to all who are 
stricken. Nonprofit groups have been organized to provide hospitaliza¬ 
tion and medical benefits on a private-insurance basis. In some centers, 
groups of doctors have combined to offer medical services on an annual 
contract basis. Church organizations continue to provide many financial 
and medical services to those in special need. 

Government Measures for Increasing Security 

Government measures related to increasing security have been nu¬ 
merous. One outstanding example is the operation of the workmen’s 
compensation systems in most of the states, providing financial dam¬ 
ages and payments for injur> on the job. Measures taken to enforce 
good working conditions, safety regulations, and health standards are 
important, though indirect, methods of increasing security by pre¬ 
venting illness and injury. Local and state welfare services by the states 
and local governments, such as financial assistance to the needy, free 
hospital and medical services, pensions to widows, care for orphans, 
and institutions for the blind and crippled, have become more extensive. 

More and more it has come to be recognized that the community at 
large may accept the responsibility for providing some degree of eco¬ 
nomic security. The individual worker is most often not responsible for 
the unemployment that blasts his standard of living. The industrial 
revolution made the wage-paying job the only means of support for 
most people. The day of family self-sufficiency on the farm, the day of 
the very large family living together on the family homestead, has 
changed, for most people, to city life, based on working for an employer. 
Out of this change arises the responsibility of all of us, every worker, 
employer, and the government, to provide for a minimum degree of 
economic security. Hence, the problem of economic security has come 
to be a problem of social security. 

Social Security' 

Social responsibility for certain elements of economic security was 
recognized in the Social Security Act of 1935. The act provided for 
three general measures to increase economic security. These were (1) 
a system of financial assistance by the federal government to the states 
to provide assistance to the needy, the disabled, and the blind; (2) a 
system of pensions for those over the age of sixty-five; and (3) a 
system of unemployment insurance benefits for those unable to secure 
work. The old-age pensions and unemployment-insurance parts of the 
legislation provide for social insurance. Social insurance is a system by 
which contributions by individuals or businesses from income or wages, 
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collected by a government agency, support the payment of benefits to 
eligible persons at a specified time, or subject to specified conditions. 
It is similar to private insurance except for the fact that it is ad¬ 
ministered by the government and is compulsory. 

Federal old-age pensions are supported by contributions by em¬ 
ployees and by employers. Employees pay a stated percent of wages, 
and employers pay a stated percent of their total payroll. Upon reach¬ 
ing the age specified, for example, sixty-five years according to the cur¬ 
rent law, the wage earner, his wife, or his survivors are entitled to 
specified death benefits or monthly benefits, depending upon the sums 
contributed to the social-security fund or reserves. The next lesson will 
set forth the pro\isions of the federal social-security system in more de¬ 
tail. 

The provisions for unemployment insurance set forth minimum 
standards which the states must maintain if the\' wish to receive contri¬ 
butions from the federal-reserve funds. These unemployment insurance 
reserves are paid entirely by employers who must pay a stated percent 
of their total payroll. Thus the employee finds his wage reduced only 
by his contribution for old-age pensions; the employer contributes to 
the payment of both old-age pensions and unemployment insurance for 
his workers. Subject to the provisions of the state laws, workers who 
lose their jobs receive weekly unemployment payments for a definite 
number of weeks. In some of the states, a merit-rating system of levy¬ 
ing unemployment-insurance taxes has been devised, whereby em¬ 
ployers with a good record of maintaining employment pay lower rates 
than those with high turnover rates. 

Public assistance under the Social Security Act does not involve a 
new principle. For many decades, state and local governments havt 
provided help to needy people—the aged, orphans, physically handi¬ 
capped, and others unable to support themselves. The public-assistance 
program of the federal government is, therefore, a means for helping 
the states to expand their aid to the needy. 

Under the Social Security Act, the federal and state governments 
share in paying for public assistance and in seeing that it is properly 
administered. The federal government sets a general pattern and pays 
to each state about half of what the state spends for public assistance. 
Thus, the more the state spends for public assistance, the more the 
state gets from the federal government, up to a specified limit. 

Public assistance has several phases. One is help to old people who 
get no old-age insurance benefits, or whose benefits are insufficient to 
maintain a minimum standard of living. Aid is also given to orphaned 
children up to the age of sixteen, or to eighteen if the children are at¬ 
tending school. Federal aid is provided, likewise, for special health and 
welfare programs. 
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Recent years have seen the introduction of proposals to extend the 
social-security activities of the federal government in two directions. It 
is proposed, first of all, to extend the provisions of the act to workers now 
not covered and to enlarge the benefits. Second, it is proposed to in¬ 
troduce health insurance. Health insurance, under government aus¬ 
pices, provides for a system of charging workers and employers a 
percent of wages, (1) to pay workers part of the wages they may lose 
on account of sickness, and (2) to pay their medical and hospitaliza- 

HOW THE SOCIAL SECURITY SYSTEM FUNCTIONS 



chart IY graphics INSTITUTi. NXC 

The diagram shows the dual nature of our social security system. The federal 
government directly supervises the old-age retirement pensions of workers 
over 65 and payments to survivors. It sets standards and provides financial 
assistance to states for unemployment insurance and aid to the needy. 

tion expenses. Under this plan, workers would be privileged to 
receive free medical attention from groups of doctors receiving pay¬ 
ment from the government. This plan has been advocated in order to 
cut down medical costs and to ensure the availability of medical serv¬ 
ices to lower-income groups. It has been assailed as being socialistic, as 
turning doctors into overburdened government employees, and as de¬ 
stroying the personal relationship between doctor and patient. 

In the meantime, in response to the suggestion that health and medi¬ 
cal insurance be put on the basis of social insurance, many private and 
voluntary schemes have been advocated. Recently a few states have 
adopted a system of disability insurance, which is a partial system of 
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health insurance. It covers the first of the two features mentioned 
above, namely, payment for work time lost on account of sickness. 


Exercises and Activities 
I Dictionary of Economic Terms 


cyclical unemployment 
disability insurance 
health insurance 
merit-rating system 
public assistance program 


seasonal unemployment 
secular changes 
social insurance 
technological unemployment 
unemployment 


II Questions and Problems 

1) (a) Describe the four major types of economic insecurity, (b) What 
are major remedies for each of the four types? 

2) Show how the following factors have affected the problem of inse¬ 
curity: (a) city life, (b) the nature of modern industry, (c) the in¬ 
crease in life expectancy. 

3) Give an example of each of four types of unemployment. 

4) Choosing a specific technological improvement, show how it may 
result in both displace ment and reabsorption of workers. 

5) For two hundred >'.ars workers have feared the machine. Why? 
To what extent have their fears been justified? 

6) Some economists and businessmen say that a certain amount of un¬ 
employment is desirable, because it provides flexibility in the econ¬ 
omy. (a) What do they mean? (b) What is your opinion? 

7) (a) What are the three types of rocial security provided in the So¬ 
cial Security Act? (b) How does social insurance differ from the 
public assistance part of social security? (c) W^hy can we not rely on 
private insurance alone to take care of economic insecurity? 

8) Social insurance makes labor an overhead cost to the community. 
Explain. 

9) ‘'The key to real social security is full employment.” “Progress re¬ 
quires insecurity.” Discuss these opposing statements. 

III TfflNGs To Do 

1) On the basis of library research, report on plans which have been 
adopted by some business firms for reducing seasonal unemploymcuit. 

2) Plan a forum discussion or a debate on one or both of these subjects: 
(a) An employer should not be permitted to introduce labor-saving 
devices unless he provides for the displaced workers in one way or 
another, (b) The United States should adopt a program of health 
insurance. 
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SOCIAL SECURITY 


61 

What Is a Social-Security Card? 

This is what a social-security card looks like. 



000 - 00-0000 


SOCML. ACCOUNT N'UK'SER 



When you get your first job in any firm or industry whose workers are 
covered by social-security legislation, you must obtain a social-security 
card. You may apply directly at the local office of the Social Security 
Administration, which is part of the Federal Security Agency. You may 
also apply and receive your card by mail. Application forms may be 
available in your school. They are available at your local post office if 
your residence is far from a social-security office. 

What Is a Social-Security Number? 

A social-security number is stamped in red on the face of your social- 
security card. Your social-security card certifies that an account bearing 
that number has been opened in your name. In 1949 there were over 90 
million accounts on file. The number is simply a convenient device for 
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identifying an account and for making certain that benefits are paid to 
the right person. 

When you receive your social-security card, you will note that the 
number is duplicated on a bottom stub, which you are urged to file in a 
safe place. If you lose your card, you can immediately secure a dupli¬ 
cate by presenting this bottom stub to the social-security oflBce. If you 
lose the stub, too, you may get a duplicate by making out another ap¬ 
plication and including on it your original number. Some people fool¬ 
ishly apply for a second card with a new number. There will be no loss 
if, when retirement age or death arrives, the clerks in the social-security 
office can combine the two accounts and be sure that they belong to 
the same person. However, should they fail to do so, the benefits re¬ 
ceived will be smaller, because they are based on the entries on only 
one of the two accounts held in the same name. It is important for every 
worker to keep a record of his social-security number. It is also im¬ 
portant, to avoid confusion in later years, to fill out the application 
fully. Thus, if the workers name is one like John Smith, it is exceed¬ 
ingly important that he fill in his middle name, if any, and include all 
other identifying data, such as liis mother s maiden name. 

What Is a Social-Securit\’ Account? 

The account which beai s your number is simply a record of all the 
amounts paid by you and your employers for your benefit. Every three 
months your employer sends a report to the Social Security Administra¬ 
tion, listing your name and number and indicating the amount of 
wages paid to you. He is also responsible for sending to the proper 
government office the amounts which have been deducted from your 
wages, as well as his own contribution. 

What Benefits Are Provided? 

There are several types of benefits. First, a worker who retires at the 
age of sixty-five is entitled to receive a monthly old-age pension, the 
amount of which depends largely upon the amount and period of con¬ 
tributions made to his account. Second, if a worker dies before reach¬ 
ing the retirement age of sixty-five, his wife and children may be en¬ 
titled to survivors" benefits. 

What Are Old-Age Pensions? 

These are monthly payments made by the federal government to 
workers in industries covered by the law who have had sufficient con¬ 
tributions paid into their accounts for a long enough period of time 
prior to retirement. They are payable after the age of sixty-five is 
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reached, provided the worker has retired from work. If he continues to 
work, the payment of old-age pension benefits is suspended until he re¬ 
tires. The old-age pension to a retired worker is supplemented by a 
pension to his wife when she reaches the age of sixty-five. If there are 
children under eighteen years of age, an additional payment for each 
such child is made until he reaches the age of eighteen. When a retired 
worker dies after reaching the age of sixty-five, his wife, if she 
is over sixty-five, continues to receive a monthly pension, which, how¬ 
ever, is not as large as that received originally by her deceased husband. 

How Large Are the Monthly Pensions? 

The minimum pension is $10 per month, the maximum is $85; how¬ 
ever, the average payment has been something under $30. The amount 
depends upon the wages received. One reason for the low average pay¬ 
ment is that the law has been in eflFect a relatively short time, so that 
contributions have not accumulated for a long period. Furthermore, 
the low level of wcges prior to the war years made contributions low 
because they are figured as a percent of wages. 

If the husband receives $40 per month at the age of 65, his wife is 
entitled to an additional payment of 50 percent, or $20, when she 
reaches the age of 65. The same is true for each child under 18. Thus 
a retired worker whose wife has reached 65 and who has one child 
under 18 and who receives $40 as a monthly pension, will find it 
supplemented by $20 more for his wife and $20 for the child—an addi¬ 
tional amount of $40 a month. Upon the worker s death, the wife is en¬ 
titled to receive a pension of three-fourths of her husband's pension, or, 
in the example given, a monthly payment of $30. 

If a Worker Dies Before He Is Sixty-Five, Is There No Benefit at 
All to His Family? 

Even though he was a contributor, there is no old-age pension if a 
worker dies before he is sixty-five. However, there are survivors' bene¬ 
fits. The surviving widow and children under eighteen are entitled to 
receive a lump sum payment or a monthly benefit. The amount and 
duration of the payments vary vdth circumstances. 

Does the Government Notify Workers of Benefits Due? 

The worker or his survivors must inquire about social-security bene¬ 
fits which may be due. Inquiry is simple. A letter, mentioning the work¬ 
er's social-security number, will bring a response or the appropriate 
form from the social-security office. The location of the oflBce can be 
learned by inquiring at the post office. 
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May a Worker Over Sixty-Five Continue to Work and Still 1\e- 
CEi\E Benefits? 

The answer to this question is both yes and no. A worker may re¬ 
ceive benefits while working in an occupation not covered by social- 
security legislation. Thus, a person over sixty-five who has previously 
worked in industry and is receiving benefits, may work for the govern¬ 
ment and receive a salary in addition to the benefits, as long as gov¬ 
ernment workers are not covered by social-security legislation. How¬ 
ever, in an industry covered by social-security legislation, a worker 
receiving a pension may not earn more than $14.99 per month. If he 
does, he is disqualified from receiving his pension. 

Which Industries or Jobs Are Not Inct.uded? 

Farm workers, domestic servants, seamen, railroad workers, student 
nurses or interns in hospitals, casual workers, and employees of federal, 
state, and local governments are not covered by social security. This 
means that they neither make contributions nor receive any benefits. 
Workers in firms employing fewer than four workers are also excluded 
from the provisions pertaining to old-age insurance. 

What Does the Worker P ..y for Federal Old-Age Pensions? 

Since the social-security system started its operations in 1937, a 
deduction has been made from the wages of those workers who are 
included in the system. In 1950 the deduction was 1/2 percent on all 
wages and salaries up to $3000 per year. A worker in 1950 who earned 
$40 per week or $2080 per year contributed 60 cents a week or $31.20 
per year. If he was paid on a weekly basis, his pay envelope would con¬ 
tain $39.40 (assuming there was no income-tax deduction) instead of 
$40. A worker who earned $100 a week, or $5200 a year, would have 
$1.50 deducted each week for the first thirty weeks. Thereafter there 
would be no deduction until the year was over, since the deduction 
was based on the first $3000 of earnings only. 

Workers who change their jobs in the middle of the year should note 
that the total deductions may amount to more than the maximum 1^ 
percent of $3000. Suppose a worker earning $100 a week works for 26 
weeks starting on January 1 and has 26 times $1.50 deducted, a total 
of $39. He then changes his employer and earns $100 a week for the 
second half of the year. The new employer will also deduct VA percent 
on the $2600 paid in wages. Thus another $39 will be deducted, making 
a total of $78 during one year. The social-security administration will 
credit these payments to the worker s account, but when the time comes 
to figure his benefits, they will give him credit for only the maximum 
allowable, VA percent of $3000, a total of $45. Therefore he has over- 
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paid by the difference between $78 and $45 or $33. This sum the 
worker can claim as a refund if he applies within two years. After two 
years he may make no claim. Millions of dollars are thus overpaid be¬ 
cause of the failure of workers to check their payments and because of 
their ignorance of the fact that refunds are payable. 

Does the Worker Get Back as a Pension Only What He Pays In? 

In the first place, the old-age-pension system is like an insurance 
system under federal operation. A worker who lives for many years 
after reaching the retirement age gets back considerably more in pen¬ 
sions than a worker who dies shortly after reaching retirement age. 
Many workers who choose to continue to work receive no old-age pen¬ 
sions at all. Some may be entitled to the minimum payment of $10 per 
month, even though on the basis of contributions the pension would be 
less. Some receive only the maximum, even though on the basis of con¬ 
tributions the payment might be more. 

In the second place, the worker’s contribution is doubled because his 
employer is required to pay an equal amount as a payroll tax. The 
worker who pays 60 cents on a weekly wage of $40 has $1.20 added 
to his account because of the employer’s contribution. 

In the third place, the contributions paid, like the premiums paid to 
an insurance company, may be inxested in government securities and 
thus increase the total reserve funds available to the social-security ad¬ 
ministration. 

What Are Unemployment Insurance Benefits? 

These are weekly pa)'ments for a specified number of weeks during 
which the worker cannot find a job. 

How Is Unemployment Insurance Related to Old-Age Pensions? 

Both old-age pensions and unemployment insurance were provided 
for by the same act. However, the Social Security Act of 1935, which 
set forth all the details of federal old-age pensions, simply provided for 
additional contributions by employers for unemployment benefits and 
provided that the state might determine, subject to minimum federal 
standards, what the details of unemployment insurance were to be. 
There is one important relationship, as far as the worker is concerned, 
between the old-age pension and unemployment insurance. Just as his 
old-age pension is determined by the amount and duration of contribu¬ 
tions shown in his social-security account, so the benefit he may receive 
for unemployment also depends upon his earnings and the duration of 
his previous employment, as shown in the social-security records. 
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How Large Are Weekly Unemployment Payments and for How 
Long Are They Paid? 

Since unemployment benefits are determined by state law, they vary 
from state to state. Furthermore, the actual payment varies from indi¬ 
vidual to indi\ idual within a state, in accordance with the earnings and 
duration of employment before the loss of a job. The table below 
shows the maximum weekly payments and maximum duration of pay¬ 
ment in the forty-eight states as of August, 1949. 


State Unemployment Insurance Benefits 



Maxi¬ 



Maxi¬ 



mum 

Duration 


mum 

Duration 


Weekly 

(in 


Weekly 

(in 

State 

Benefit 

Weeks) 

State 

Benefit 

Weeks) 

Alabama 

$^20 

20 

Montana 

$20 

18 

Alaska 

25 

25 

Nebraska 

20 

2(1 

Arizona 

20 

12 

Nevada 

25 

26 

Arkansas 

22 

16 

New Hampshire 

25 

23 

California 

25 

26 

New Jersey 

22 

26 

Colorado 

22.75 

2u 

New ^Mexico 

20 

20 

Connecticut 

24 

26 

New York 

26 

26 

Delaware 

25 

26 

North Carolina 

25 

20 

District of Columbia 

20 

20 

North Dakota 

20 

20 

Florida 

15 

16 

Ohio 

25 

26 

Georgia 

18 

16 

Oklahoma 

22 

22 

Hawaii 

25 

20 

Oregon 

25 

26 

Idaho 

20 

20 

Pennsylvania 

25 

24 

Illinois 

20 

26 

Rhode Island 

25 

26 

Indiana 

20 

20 

South Carolina 

20 

18 

Iowa 

22.50 

20 

South Dakota 

20 

20 

Kansas 

25 

20 

Tennessee 

20 

20 

Kentucky 

20 

22 

Texas 

20 

24 

Louisiana 

25 

20 

Utah 

25 

20 

Maine 

25 

20 

Vermont 

25 

20 

Maryland 

25 

26 

Virginia 

2Q 

16 

Massachusetts 

25 

2.3 

Washington 

25 

26 

Michigan 

24 

20 

West Virginia 

25 

23 

Minnesota 

25 

25 

Wisconsin 

26 

34 

Mississippi 

20 

16 

Wyoming 

25 

20 

Missouri 

20 

20 





Note: Some states give extra benefits for dependents. 

A worker seeking benefits must register at the local office of the state 
unemployment oflSce. Thus at the same time he applies for benefits he 
applies for employment. Generally the state laws base the amount of 
the payment on the earnings during a base period, perhaps the year 
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ending six months prior to filing the claim. There is a waiting period of 
one or more weeks, during which the worker receives nothing; there¬ 
after he receives unemployment checks equal to a percent of his weekly 
earnings during the base period, but in no case more than the maximum 
allowed by state law. 

Does the Applicant Have To Take Any Job Offered? 

When applying for unemployment insurance, the worker must reg¬ 
ister for a “suitable job.” This is one which fits his physical ability, edu¬ 
cation, previous work experience, and the wages he has been accus¬ 
tomed to earn, and which also is reasonably near his home. If a suitable 
job is refused, the worker may be disqualified from receiving further 
benefits. The unemployment office decides each case on its merits. 

Under What Other Circumstances May a Claimant Be 
Disqualified? 

Some of the reasons for disqualification for unemployment insurance 
in some states are the following* 

(1) The claimant is ill, aged, or disabled to the point of not being able 
to perform any marketable services. 

(2) The claimant is unwilling to accept a suitable job. 

(3) The claimant was discharged for misconduct, refusal to obey orders, 
intoxication while working, or absenteeism. 

(4) The claimant is a striker. Two states do permit benefits to strikers but 
after a longer waiting period. It has, however, been ruled that a worker who 
refuses a job which exists because there is a strike or lockout may not be dis¬ 
qualified as refusing a suitable job. 

(5) The claimant quit work to get married, to attend school, or to take a 
xacation. 

(6) The worker received pay from his employer covering the period of 
unemployment. 

Who Pays for Unemployment Insurance? 

In most states only the employers pay a 3-percent tax on their pay¬ 
rolls. In two states employers pay a 1/2-percent payroll tax, and workers 
pay a 1/2-percent tax on their wages. Many states have introduced a 
merit rating scheme, which provides that employers whose record of 
maintaining employment is good are allowed to pay a smaller tax for 
unemployment insurance. 

What Have Been Some of the Suggestions for Extending Social 
Security? 

Those who have criticized social-security legislation on the grounds 
that it does not go far enough have pointed to the smallness of the pen- 
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sion payments, the fact that many workers are not covered, and the ab¬ 
sence of health and medical insurance as its chief weaknesses. They 
suggest 

(1) That pension maximums be raised 

(2) That retired workers be entitled to earn more than $15 per month 
and still qualify for old-age pensions 

(3) That wives of retired workers get pensions at 60 instead of 65 

(4) That social security taxes be levied on a sum greater than the present 
maximum of $3000 to permit larger benefits 

(5) That workers in uncovered occupations be included 

(6) That unemployment benefits be based on the number in the family of 
the unemployed worker as well as on the amount of his pre\ious earnings 

(7) That larger sums be appropriated from general tax funds to permit 
more generous welfare allowances by the states 

(8) That a health insurance system be established 

Exercises and Activities 
I Dictionary of Economic Terms 

old-age pension survivors' benefits 

social-security account unemployment-insurance benefits 

wauing period 

II Questions and Problems 

1) Summarize the social security benefits wliich are available in each 
of the following cases: (a) A worker retires after reaching 65. (b) A 
worker dies, leaving a wife and two children, (c) A worker is laid 
off. (d) A person is physically handicapped and thus unable to sup¬ 
port himself. 

2) Argue for or against the following proposals: (a) to begin old-age 
pensions at the age of 60, (b) to cover all persons, regardless of oc¬ 
cupation, (c) to pay all persons an equal pension, (d) to abolish the 
waiting period in unemployment insurance, (e) to tax workers for 
unemployment insurance, (f) to base unemployment-insurance ben¬ 
efits on the number of people in the family. 

3) Why is unemployment insurance generally regarded as preferable 
to home relief (dole)? 

4) Why is our unemployment insurance called a federal-state system? 

5) List the features of our social-insurance system that you approve of 
and any that you disapprove of. Defend your listing. 

Ill Things To Do 

1) Report on the history of social insurance. 

2) Compare our social insurance system with that of some other coun¬ 
try. 
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3) Arrange for a representative from your local social-security oflBce to 
speak to your class on social-security problems. 

4) Find out where in your community information is available about 
social security. Obtain in person, or by writing, pamphlets describe 
ing the social-security system. 
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LESSON 


THE PRINCIPLES OF COL¬ 
LECTIVE BARGAINING 


Individual Bargaining 

Joe Doakes has all kinds of complaints about his job. He hasn't had a 
wage increase for a long time, and his family expenses have been going 
up. He is all the more disturbed because Sam Barnes, who started on 
the job after Joe, has received several promotions as well as wage in¬ 
creases. Joe feels that this is the result of favoritism in the plant. And 
the hazards of the job are worrying him, too. Only last week one of the 
men got his arm caught in his machine. 

There is no union in this factory; every man stands alone. So Joe 
Doakes gets his courage up and asks his foreman if he can have a word 
with him. ‘‘Christmas is coming,” he begins. . . . 

From here on the story has a hundred-and-one variations. One fore¬ 
man will say, “If you don’t like this job, you can look for another,” and 
that’s that. Another will invite Joe into his office and have an honest, 
give-and-take chat with him. How much satisfaction and consideration 
Joe will get will depend only partly on the justice of his requests; much 
will depend upon the generosity and personality of his supervisors, and 
on how badly they need him on the job. 

In modern industry, the individual worker is a cog in a vast industrial 
machine, and usually, each one is a relatively unimportant cog, an 
“expendable” one. To overcome the handicap of individual bargaining, 
the workers band together. They form labor unions. 

The Formation of Labor Unions 

The labor union, in the real sense of the term, is only a few hundred 
years old, a creature of modern times; and strong labor unions are a 
much more recent development. It is true that as far back as ancient 
times workers organized and engaged in strikes and revolts. But these 
» were temporary, short-lived affairs. A labor union is a continuous or¬ 
ganization of workers for the purpose of representation in dealing 
with employers. Before workers could organize on any permanent basis, 
two economic conditions were needed. First, there had to be a class of 
free workers who worked for wages. In olden times, organization among 
slaves or serfs, who were the property of their masters or lords, was 
considered insurrection. Second, the free workers had to recognize that 
they would probably remain workers (or wage earners) for the rest of 
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their lives. This was unlike the situation of the medieval apprentice, 
who expected to become an independent businessman, a master, 
through the normal operation of the guild system. Today most workers 
realize that the\' must try to improve their condition as workers, since 
most of them will continue to be workers throughout their lives. 

There have also been a number of social factors that have en¬ 
couraged and induced modern workers to join labor organizations. 



ILGWU, photo by Harry Rubensteirt 


A conference of representatives of the International Ladies Garment Workers’ 
Union (AFL) and employers to determine the piece rate for manufacturing 

a specific garment. 

One is the great advance in education. The ideas of unionism can be 
transmitted much more readily among workers who read and write. 
Another factor has been the growth of democracy, which gave workers 
the feeling that they had a right to equality of bargaining power with 
their employers. 

Nor should the individual psychological factor be neglected. A union 
gives people an opportunity to get together, just like any other form of 
club or organization. The union provides opportunities for self-ex¬ 
pression. If a worker has ability and ambition, he can become a union 
oflRcer and thus exercise whatever qualities of leadership he may have 
—skill in public speaking or in writing, executive ability, persuasive- 
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ness. As a rank-and-file member or as a leader, the union often gives a 
man a cause to work for, an activity that may add meaning and interest 
to his life. 

Advantages of Collective Bargaining 

Now, as members of a union, when the workers want to discuss mat¬ 
ters with their employer, they rarely meet him individually. Their ne¬ 
gotiation is done collectively through the union. Collective bargaining 
is the attempt of union representatives and an employer to agree on the 
conditions of employment. It is ‘‘collective” as distinguished from “indi¬ 
vidual bargaining” because the workers act together through the union, 
and the union acts for a group of workers, not just for an individual 
worker. Sometimes employers also act together as a unit, through em¬ 
ployers* associations. 

Collective bargaining has many advantages for the worker o\"er indi¬ 
vidual bargaining. When the union representative speaks to the em¬ 
ployer on behalf of f 11 the workers, the employer is less likely to say, “If 
they don’t like this job, they can look for another.” And if he does, there 
are many ways in which the workers can help one another. In this view, 
because they are united, the men are no longer competing with one 
another for jobs. The employer cannot play one man against another, 
with the knowledge that if one man doesn’t accept his terms, another 
will. Nor is he able to tempt the superior workers with higher wages, 
and thus get them to be interested in themselves alone. The men are 
ready to demand and accept standard wages, hours, and working con¬ 
ditions—the minimum terms at which any worker may be employed. 

If the employer refuses to grant their terms, the workers are in a po¬ 
sition to refuse to work, that is, to strike. In so doing, they are merely 
exercising their legal right to withhold their labor. It is vastly diflFerent 
now, when the entire plant walks out together, from the time when Joe 
Doakes might have walked out alone. 

If they should consider it necessary to go out on strike, the workers 
find that organization and advance planning have served them in good 
stead. The union has built up a strike fund out of the dues that the men 
have been paying. Now, while the men are out on strike, they may re¬ 
ceive strike benefits —payments to the strikers by the union—which 
will, to some extent, serve as a substitute for wages. The workers thus 
have a money reserve, to match, more or less, the reserve that the em¬ 
ployer generally has. If the employer can aflFord to keep his plant shut 
while waiting for the workers to accept his terms, the workers can now 
afford to stay idle while waiting for the employer to come to terms. 

There is another aspect of this collective bargaining that Joe Doakes 
appreciates sooner or later. When he went in to speak to the boss, he 
found it difficult to cope with the greater experience and self-confidence 
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of his employer. As a group, however, the workers can now begin to 
match the employer in skill and knowledge at the bargaining con¬ 
ference. 

The result of all this is that collective bargaining tends to equalize 
the bargaining power of the workers and the employer. 

Labor unions have been criticized as being, by their very nature, 
labor monopolies, which artificially control the supply of labor. Such 
control makes possible unreasonable demands on employers, who in 
turn have to pass their higher costs on to the public. However, as will 
be seen in later lessons, legislation recognizes a distinction between 
a labor union and a business monopoly. This distinction is based 
primarily on the view that *'The most important aims of the organized 
labor movement . . . are consistent with the objectives of a healthy 
economy. ... By contrast, restrictive collusion by business groups is 
not directed toward desirable social goals.”* There has, however, been 
condemnation of specific practices of some labor unions, as being 
monopolistic actions. 

Union Recognition 

The first step in any collecti\’e bargaining is that the employer recog¬ 
nizes the union. This means that he accepts the union as the representa¬ 
tive of the workers in negotiations. Until 1825 in England, and until 
1842 in the United States, the mere legal right of workers to organize 
was not recognized in most courts of law. A labor organization was con¬ 
sidered a conspiracy in restraint of trade; it was a criminal offense to 
combine, in order to raise wages or otherwise improve the conditions 
of work. When finally the law did recognize the right of workers to or¬ 
ganize, unions had to battle their way for recognition by employers. 
It took many years of labor struggle before the major industries recog¬ 
nized labor unions. The Clayton Act of 1914 strengthened the right to 
organize unions. But not until the New Deal legislation of 1933 and 
1935 compelled employers to bargain collectively with unions, could 
union recognition be taken for granted. Unionism and collective bar¬ 
gaining are now accepted institutions of American life. 

Union recognition comes more readily when the workers in a plant or 
industry are highly organized. The degree of unionization varies greatly 
among American industries. Practically all the workers belong to their 
respective unions in the building industry, in coal mining, in garment 
making, in steel, in glass, and in transportation (rail, bus, trucking, and 
ocean shipping). At the other extreme, comparatively few are union- 


^ Corwin D. Edwards, Maintaining Competition, McGraw-Hill Book Company, 
1949, p. 78. 
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ized on the farms, in oflBce work, and in trade (retail and wholesale). 
Many industries lie between these two extremes. Therefore millions of 
workers are still without the protection that comes with union recogni¬ 
tion. 

Union Security 

When a union has only recently won a hard-fought battle for recogni¬ 
tion, or when continued recognition by employers is uncertain, or some¬ 
times for other reasons, the union may seek to adopt some device to 
protect its status as the representative of the workers. In other words, it 
seeks to establish union security. 

The most familiar of these devices is the closed shop, in which the 
employer agrees to employ only members of the union. It enables the 
union to be sure of its control of the supply of labor, thus keeping out 
substandard competition by nonunion men. Another reason for this 
practice is the feeling among union members that since all the workers 
in a plant, union and nonunion,) eceive the benefits that the union wins, 
they should all help to foot the bill. Those who pay union dues resent 
the existence of “free riders” or “dues dodgers.” 

Employers generally have fought against the closed shop. They feel 
that it gives the union too much strength. They also resent the fact that 
it limits their choice of workers, which is a limitation upon their free¬ 
dom of contract. Many people also feel that it is wrong to force a worker 
to belong to any particular organization in order to be able to work. 

The closed shop becomes particularly objectionable to many people 
when it is coupled with a closed-union policy. In this case the union re¬ 
stricts very closely the right of workers to join the union. The union 
members are thus able to monopolize the supply of labor in their field. 

In order to meet some of these objections, many unions have adopted 
a variation of the closed shop called the union shop. In this case the 
employer may hire anyone he chooses, but the worker must join the 
union within a specified period after his hiring. The Taft-Hartley Act 
forbids the use of the closed shop, but permits the use of the union 
shop under certain conditions. 

There are several variants of the union shop. In the preferential 
shop, union men are given preference in hiring, and nonunion men are 
hired only if union men of the required ability are not available. Dur¬ 
ing the war maintenance of membership provisions in union contracts 
became widespread. Most unions agreed not to call a strike during the 
war; in return, they sought a guarantee from the employers that all 
workers who were members of the union at the time of the agreement 
would maintain their membership in the union during the life of the 
agreement. 
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Some unions have required the use of the union hiring hall as a means 
of enforcing whatever form of union security they have. The employer 
agrees to hire all his workers through a hiring hall maintained by the 
union. In the maritime industries, particularly, before this device ex¬ 
isted, it was very easy for employers to pick up migratory workers, 
hobos, and youngsters looking for adventure or temporary fill-in jobs. 
This practice disrupted wage standards and other standards set by the 
union. Management, however, objects to the hiring hall for the same 
reasons that it objects to the closed shop. 

In opposition to all these forms of union security, many employers 
have sought to maintain an open shop. By definition this is a shop 
where any person may work, whether he is a member of a union or not. 
Labor unions contend, however, that the term “open shop” has usually 
been a catchword, to conceal the fact that the shop is really open only 
to nonunion workers and closed to union workers.” 

To a large extent the public welfare is dependent upon union secur¬ 
ity. A secure union does not feel the need to keep fighting; it is able to 
cooperate with the employer, who can to a large extent rely upon 
the responsibility of the union to keep the workers in good order. As a 
veteran labor-news reporter puts it, one of the chief requisites for last¬ 
ing labor peace is “the emergence of unions that are strong enough to be 
secure and secure enough to be responsible.”® 


Exercises and Activities 
I Dictionary of Economic Terms 


closed shop 
closed union 
collective bargaining 
employers' association 
labor union 

maintenance of membership 
negotiation 
non-union shop 

II Questions and Problems 

1) “In modern industry, the individual worker is generally expendable.” 
(a) Explain this statement, (b) Show how collective bargaining 
overcomes this handicap. 

^ Cf. Carroll R. Daugherty, Labor Problems in American Industry, Houghton 
Mifflin Company, for a detailed analy^s of types of union security. 

^ A. H. Raskin, in The New York Times, Sunday Magazine, Dec. 12, 1948, p. 29. 


open shop 
preferential shop 
standard conditions 
strike benefits 
union hiring hall 
union recognition 
union security 
union shop 
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2) Explain the reasons for the growth of labor unions. 

3) If you were a worker with superior ability, would you be in favor 
of standard conditions for all workers in your plant? Explain. 

4) (a) Describe the various types of union security, (b) How do work¬ 
ers justify the union shop and closed shop? (c) What criticisms have 
been made of the union shop and the closed shop? 

5) As a substitute for the closed shop, it has been proposed that where 
a union obtains a union contract with an employer, all the workers 
should be required to pay union dues, without being compelled to 
join the union. What do you think of this proposed compromise? 

6) What is meant by “labor monopoly”? Discuss this problem from the 
viewpoint of (a) labor, (b) management, (c) consumers. 

7) It has been charged that collective bargaining has been developed to 
the point where labor is more powerful than management. Labor 
denies this charge. What is your opinion? Give reasons. 

Ill TraNGS To Do 

1) Read and report on Your Stake in Collective Bargaining (Public Af¬ 
fairs Pamphlet No. 117, 1946). 

2) Read and report on The Truth about Unions by Leo Huberman 
(Pamphlet Press, 1946). Both explain the principles of collective 
bargaining, and contain materials useful for the following lessons. 


THE STRUCTURE OF UNIONS 


joined a union, while doing part-time or 
summer work. If not, there is a considerable chance that you will when 
you are older. One of every three American workers is a member of a 
labor union; in manufacturing, half of all workers are union members. 
Many firms have a closed-shop or a union-shop contract, and it is nec¬ 
essary to join the union in order to get or to keep the job. In other places 
there may be no compulsion to join, but you may find that many of 
your fellow workers are union members, and you will soon be asked by 
them to join the union. 

Joining the union is usually an easy matter. In a well-organized plant, 
you will be approached by a union representative. The jurisdiction of 
a union is the craft, industry, or area in which it claims the right to or¬ 
ganize the workers. 

Some unions practice discrimination in membership. The groups 
barred from membership in such unions are usually Negroes, and some- 
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Joining a Union 
Perhaps you have already 
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times aliens, or women. When such a union operates under a closed 
shop, the discrimination prevents these people from obtaining employ¬ 
ment in the industry. This kind of discrimination has declined apprecia¬ 
bly in recent years, under the influence of progressive labor leaders and 
as a result of antidiscrimination legislation in various states. 

Some unions bar membership to communists, fascists, and other ad¬ 
vocates of totalitarianism. A much larger number of unions merely pro¬ 
hibit such persons from being union officers. 

Your first step in joining a union is to sign an application blank, in 
which you pledge yourself to obey the constitution and by-laws of the 
union. You pay the initiation fee, and you will probably soon be notified 
of your acceptance as a member. The initiation fee may be as low as $1, 
or as high as $20 or $25. In the building trades and in other skilled 
trades, the initiation fee sometimes amounts to hundreds of dollars. A 
high initiation fee is partly to restrict the labor supply and partly to 
make the new members pay for their share of the previous cost of build¬ 
ing the union. Monthly dues vary according to the customary earnings 
of the workers in the union; in most unions the monthly payment is 
from $1 to $3 a month. If your union has arranged for a checkoff, your 
dues will be deducted by the employer from your pay and turned over 
to the union. 

You may occasionally liave to pay a special assessment, or tax. The 
purpose of the assessment may be to raise a strike fund, to contribute 
aid to the needy children of Europe, or to help in some other special 
project. 

Once you have joined the union, you will probably want to attend 
union meetings, especially if your fellow workers are active members. 
In some unions you may be disappointed with the poor attendance at 
the meetings, for many members are as careless about their union re¬ 
sponsibilities as people in general are about their civic responsibilities. 
In some unions attendance is good because the members are kept in¬ 
terested by active and capable leaders. A number of unions get good 
attendance by levying fines on members who are absent without a rea¬ 
sonable excuse. In any case, attending union meetings will enable you 
to learn who runs the union, what it does for you, how its funds are 
raised and spent, and what part the union plays in the life of the com¬ 
munity. You should also receive a copy of the union constitution and 
literature describing the union’s activities. 

The Local 

Describing the structure and activities of labor unions is difficult be¬ 
cause no two unions are exactly alike. 

A local is the smallest formal tinit of a union organization. The size 



The Structure of Unions 


493 


Les. 63] 

of a local and the type of workers it includes vary according to the in¬ 
dustry and locality. In large-scale industries such as the automobile and 
steel industries, there may be a separate local for each plant. In a handi¬ 
craft trade, such as carpentry, a local may include all the members of 
that craft in the city or in the county. Sometimes a local has a few dozen 
members, sometimes many thousands. As an individual, you join the 
local union, pay dues to the local, attend its meetings, help to elect 
its officers. It is the local to which you look to supervise your wage rates 
and working conditions, and to handle any problems which you might 
have regarding your work. 

The local has a number of officials to conduct its business. First there 
are the usual officers of any club—a president, a vice-president, a sec¬ 
retary, and a treasurer. The president is the spokesman of the local and 
is responsible for the conduct of union meetings and of its aflFairs gen¬ 
erally. There is also an executive board. All the officers generally work 
at their regular trade and put in their own time on union work; they 
dierefore receive no salaries from the union. The same is generally 
true of the shop stexarcl or shop chairman, who represents the union in 
a shop. 

The paid, full-time official of the local is usually the business agent 
or walking delegate. Often he supervises several shops. He really does 
the day-to-day work of the local. He bargains with employers on local 
matters; he handles grievances for the workers; he sees to it that the 
union contract is observed by employers; he collects union dues and 
turns them over to the treasurer; he helps union members get jobs; he 
tries to persuade nonmembers to join the union. 

The National Union 

The local union has a charter from the national union. A national 
union claims jurisdiction in organizing a particular type of worker 
throughout the country. Some unions call themselves international be¬ 
cause they have locals in Canada as well as in the United States. 

Unions vary widely in size. A half-dozen boast of over 500,000 members. 
A few have less than 1000 members. According to a recent survey conducted 
by the Bureau of Labor Statistics which included comprehensive studies of 
197 national and international unions, 

46 had fewer than 5000 members 
50 had from 5000 to 25,000 members 
29 had from 25,000 to 50.000 members 
35 had from 50,000 to 100,000 members 
31 had from 100,000 to 500,000 members 
6 had 500,000 or more members. 

The survey showed similar variations in the number of local branches or 
chapters chartered by national unions. Out of the same 197 unions— 
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38 had fewer than 25 locals 
55 had from 25 to 100 locals 
67 had from 100 to 500 locals 
22 had from 500 to 1000 locals 
9 had from 1000 to 2000 locals 
6 had 2000 or more locals. 

Altogether, it is estimated that there are between 60,000 and 70,000 locals 
in the United States and Canada.^ 

The national union raises funds by taxing the local unions. Each local 
pays to the national union a per-capita tax, that is, a dues payment of so 
much for each of its members. The local union, for example, may collect 
$1.50 a month as dues from its members, and may pay 50 cents a month 
out of this to the national union for each of the members of the local 
union. Not only does the per-capita tax supply funds for the national 
union, but also it determines how many delegates and votes each local 
shall have in the convention of the national union. 

The national convention is the gathering of the delegates from all the 
local unions, and is the ultimate authority of the national union. It is 
generally held annually or biennially (every two years). At the national 
convention the delegates elect the officers and the members of the ex¬ 
ecutive board. They also adopt resolutions approving or disapproving of 
the past actions of their officers, and setting forth the policies to be fol¬ 
lowed in dealing with employers. They may also take a position on 
problems facing the United States government, such as inflation, hous¬ 
ing, and foreign affairs. 

Once the convention has adjourned, the executive board is the high¬ 
est authority in the national union. Working with the executive board 
are the national oflBcers—the president, one or more vice-presidents, a 
secretary, and a treasurer. These are salaried, full-time officials, with 
great responsibilities. They travel about the country helping to organize 
the unorganized workers; they visit their locals to help them in their 
organizing campaigns and in their dealings with employers; they make 
contact with legislators in an effort to obtain legislation favorable to 
workers; they write articles, speak over the radio, and engage in other 
forms of publicity for the union cause. 

In some industries the negotiation of contracts with employers, the 
calling of strikes, and other dealings with employers are handled mainly 
by the national union. In other cases each local deals independently 
with the employers, and the national union remains in the background 
ready to provide help—^funds and leadership—if it is needed. 

^ U.S. Department of Labor, Labor Information Bulletin, November, 1948, pp. 
2-3. 
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Types of Union Organization and Conflicting Jurisdiction 

A union is organized either as a craft union or as an industrial union. 
A craft union includes workers who are engaged in a particular kind of 
work, regardless of the industry in which they work. Carpenters, for 
example, whether they build houses, repair the woodwork in your 
school, or build displays in a department store, are included in the car¬ 
penters’ union. An industrial union, on the other hand, is made up of 
people who work in a particular industry, regardless of what kind of 
work they do. Workers in a men s clothing factory are included in the 
Amalgamated Clothing Workers of America, whether they cut the 
materials, operate the sewing machines, or sweep the floors. Some ex¬ 
amples of craft unions are the unions of electricians, bricklayers, photo¬ 
engravers, truck drivers, and machinists. Some examples of industrial 
unions are those in the automobile, steel, rubber, textile, coal, electrical- 
appliance, and garment industries. The craft unions are sometimes 
called horizontal unions, whereas the industrial unions are called 
vertical unions. 

Sometimes unions branch out beyond their particular craft or in¬ 
dustry, and it is difficult to see any unifying structural basis. Thus, the 
Transport Workers Union includes employees of the New York City 
subway, elevated, and bus lines; but it also includes utility workers, 
custodial workers at Columbia University, and aircraft mechanics at La 
Guardia Field. Perhaps the best example of a catchall labor union is 
District 50 of the United Mine Workers, which includes chemical work¬ 
ers, railroad workers, and many other groups. 

Often unions become involved in jurisdictional disputes. These are 
disputes between two or more unions over the right to control a given 
type of work or workers. The carpenters’ union and the plumbers’ 
union both have claimed the right to bore holes for metal pipes in 
wooden floors. Both the seamen’s union and the hotel and restaurant 
employees’ union have claimed jurisdiction over the cooks on ocean 
liners. Often, a union seeks to enforce its claims by striking against an 
employer who refuses to come to terms with this union. In many in¬ 
stances, therefore, an innocent employer, who has signed up with one 
union, will suffer economic loss as a result of a jurisdictional strike. 
Furthermore, the offending union—and unionism in general—loses the 
confidence and good will of the public. 

Basically, jurisdictional disputes arise because the unions desire 
greater membership and greater power. The larger the union, the more 
money it can collect in dues, and the greater its power to achieve its 
demands. Sometimes a jurisdictional dispute occurs out of sheer wil¬ 
fulness or jealousy for personal power on the part of union leaders. 
These disputes are made possible by the overlapping authority of dif- 
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ferent unions, as in the examples given above. This, in turn, stems 
largely from the very nature of American industry—its complexity and 
its rapid change. Another underlying factor is the craft type of union 
organization, which is narrow in itself yet often refuses to uphold a nar¬ 
row interpretation of its boundaries. An additional complication is the 
exceedingly broad coverage of some industrial unions. 

Some attempts have been made to settle or eliminate these disputes. 
Interunion machinery has been set up at many points of friction. Juris¬ 
dictional strikes are now prohibited by the Taft-Hartley Act. But the 
j3roblem remains a diflBcult one. 


The Federatioxs 

Most of the national unions in this country belong to either the 
American Federation of Labor (AFL) or the Congress of Industrial 
Organizations (CIO). Such national unions are called affiliated unions, 
because they are affiliated with one of the federations, the CIO or the 
x\FL. Those unions which are not affiliated with the AFL or the CIO are 
called independent unions. There are about 100 unions affiliated with 
the AFL, with a total membership of about 7,200,000. About 40 national 
unions, with about 6,500,000 members, are affiliated with the CIO. The 
independent unions, about 60 in all, have about 2,500.000 members. 
Total union membership in the L^nited States and Canada, as of 1948. 
was 16,200,000; of these, 15,600,000 were in the United States. Some of 
the outstanding national unions are in the following fields (you will 
notice, here too, some overlapping): 


AFL 

Carpenters 
Actors & Artists 
Teamsters (Truckdriv- 
ers) 

Ladies’ Garments 

Electricians 

Musicians 

Hotel and Restaurant 
Workers 
U.S. Post-Office 
Workers 

Telephone Workers 


CIO 

Automobile Workers 
Newspaper Writers 
Electrical and Radio 
Workers 
Rubber Workers 
Steel Workers 
Textile Workers 
Clothing (men’s) 
Telephone Workers 


Independent 
Coal Miners 
Railroad W’orkers 
U.S. Post-Office 
Workers 

Telephone Workers 


The functioning of the federations resembles that of the national 
unions. They get their funds by means of a per-capita tax. The number 
of members for whom the per-capita tax is paid determines how many 
votes each national union is allowed in the annual conventions of the 
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federations. At these conventions, the officers and executive board of 
the federation are elected and resolutions about labor and other public 
problems are adopted. Between conventions, the officers and executive 
board carry out the policies adopted by the convention. 

However, the federation does not negotiate with employers about 
wages and working conditions. It acts mainly as a lobbying and ed¬ 
ucational organization. Through its offices in Washington, in the state 
capitals, and in the larger cities throughout the country, it distributes 
literature, conducts radio programs, and participates in various kinds of 
meetings and conferences—all for the purpose of educating the public 
and influencing government officials to support pro-labor policies. In 
election years it urges the public to vote for candidates who have 
proved friendly to labor, and to oppose candidates unfriendly to labor. 
The federation, like the laige national unions, maintains lawyers and 
economists to keep it informed about political and economic develop¬ 
ments, so that the federation and its affiliated unions can adapt them¬ 
selves to the new problems that constantly arise. 

The following diagram illustrates types of union organization. 


STRUCTURE OF THE AMERICAN LABOR MOVEMENT 



Chart by Graphics Institute, X.Y. 


The craft union organizes workers by skill; the industrial union organizes 
them by industry. Both CIO and AFL are federations of national unions, have 
state and municipal federations or councils. Most CIO unions are industrial 
unions, while the AFL includes craft and industrial unions. 


Union affiliations are also international. The CIO and the AFL be¬ 
long to the International Confederation of Free Trade Unions. 
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Exercises and Activities 
I Dictionary of Economic Terms 


aflBliated union 
assessment 
business agent 
checkoff 
craft union 
federation 


horizontal union 
independent union 
industrial union 
jurisdiction 
jurisdictional dispute 
local 


national convention 
national union 
per-capita tax 
shop steward 
vertical union 
walking delegate 


II Questions and Problems 

1) How does the method of joining a union compare with the method 
of joining other organizations? Explain. 

2) (a) In a table of three columns, list the major functions of a local, 
a national, and a federation, (b) Which is most important, the local, 
the national, or the federation? Why? 

3) Explain how the worker is affected by the activities of the (a) shop 
steward, (b) president of the local, (c) president of the national un¬ 
ion. 

4) In the list of unionized industries on page 496, some industries ap¬ 
pear in more than one column, (a) Give two examples, (b) Discuss 
two problems that may result from this situation. 

5) (a) Explain the difference between a craft union and an industrial 
union, (b) Why have most of the unions that have organized during 
the past generation been industrial unions? 

6) Should jurisdictional disputes be outlawed? Discuss. 


Ill TfflNGS To Do 

1) Draw a chart based on the statistics of union membership on 
page 496. Note also the chart on page 538. 

2) Write a report comparing two or more unions as to qualifications for 
membership, initiation fees, dues, functions, structure, and by-laws. 
Consult such sources as (a) Directory of Labor Unions in the United 
States (issued by the United States Government Printing Office, 
1948). (b) Handbook of Labor Unions by Florence Peterson (Pub¬ 
lic Affairs Press, 1948). 


LESSON 



UNION ACTIVITIES 


Collective Bargaining and Labor Contracts 
The labor union has come to be a complex institution. First in im¬ 
portance is the job of the union in seeking and protecting higher stand- 
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ards of wages and working conditions. This it does by means of collec¬ 
tive bargaining. 

The union may meet with the employers only once a year to nego¬ 
tiate a contract, but all year round it is engaged in preparing for these 
sessions. Its economists and other research experts study conditions in 
the industry and in the economic system as a whole. Through its news¬ 
papers and its membership meetings, it prepares the members for the 
forthcoming negotiations, leading them to understand the issues that 
are to be taken up. By publicity releases, it tries to build up public sen¬ 
timent in favor of the union and its demands. In urgent situations, it 



Wide World 


This is a photograph of a union local holding a membership meeting. Union 
members should participate in the activities of the union to make it serve 
them best. Attendance at meetings is an important obligation of members. 

distributes leaflets, advertises in the newspapers, and engages radio 
time. 

During all these months between meetings with employers, the union 
seeks to strengthen itself. It conducts an organizing campaign, sending 
out organizers to persuade nonmembers to join the union. If it expects 
trouble ahead, it begins to raise a special strike fund. 

About half of all the workers in private industry in this country are 
covered by union contracts; in manufacturing the proportion is two- 
thirds. All these workers, whether or not they are personally members 
of a union, are employed by firms who have signed contracts with 
labor unions regarding the terms of employment of their employees. 
Labor-union contracts have therefore become an important factor in 
determining the worker’s way of life. 
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A union contract often begins by providing for some form of union 
security, as described in Lesson 62. 

Probably most important, in the eyes of the workers, are the wage 
provisions. These cover not only the amount of wages but also the 
methods of payment, such as piece rates or time rates, special pay for 
hazardous or special work, and overtime rates. Some contracts call for 
profit sharing or a guaranteed annual wage. 

Working time is defined by various provisions. Regular hours are 
stipulated, a minimum lunch time is set, rest periods may be provided, 
and vacations may be allowed in accordance with years of service. 

Safety and health provisions frequently go beyond the regulations 
set by the state and federal governments. 

Practically every contract makes some provision for job security and 
seniority. Seniority refers to the rights and privileges of a worker 
based on length of service. The general mle is that in reduction of 
working force, the last person hired will be the first laid off, and the 
person of greatest seniority will be the last laid off. Similar preferences 
apply in promotions, choice of shifts and vacation periods, and rehiring 
when a closed plant reopens. 

A major set of provisions describes in detail the grievance procedures 
to be used when a worker has a complaint. (See page 509.) 

Political Activity 

Unions realize that some of their goals can be attained, not by bar¬ 
gaining with employers, but only through the government, or at least 
more rapidly through the government. Often these goals go beyond the 
working conditions of the plant, and concern matters beyond the con¬ 
trol of employers. Thus, the labor movement of one hundred years ago 
was an important factor in bringing about free public education. In 
more recent years public housing and price control have been de¬ 
manded by many unions. In matters pertaining strictly to labor, they 
have supported legislation to cut the hours of work; restrict child labor; 
set minimum wages; and to obtain workmen’s compensation, social se¬ 
curity, and the legal recognition of unions and collective bargaining. 

Unions engage in lobbying in order to influence legislators in their 
favor. Many unions have legislative representatives whose business it is 
to keep in constant touch with Congressmen and with state and city 
representatives. 

The attitude of unions toward participation in politics has varied 
considerably. Among the "third-party movements” supported by large 
groups of labor have been the Workingmen s Party of the 1820’s, the 
Greenback Labor Party of 1878, the La Follette Progressive Party of 
1924, and such recent state groups as the American Labor and Liberal 
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Parties. The American Federation of Labor has generally opposed the 
organization of a separate party for labor. Its slogan has been “reward 
your friends and punish your enemies,” regardless of party aiBliation. 
The CIO has been more favorable to partisan political action; although 
it has supported candidates of both major parties, it has in some cases 
been more willing to participate in the organization of labor parties in 
states where such action has been considered fruitful. With the passage 
of the Taft-Hartley Act, a revival of interest in politics occurred in both 
the AFL and the CIO. Both the CIO and the AFL now have permanent 
supplementary organizations—the Political Action Committee (PAC) 
and Labor s League for Political Education, respectively—for the pur¬ 
pose of carrying on political activity. 

Other Activities of Unions 

Back in the 1930’s a delightful musical show called Pins and Needles 
ran for two years on Broadway. The members of the cast were ama¬ 
teurs, members of the International Ladies Garment Workers Union. 
Many people were astounded at the realization that a labor union was 
interested in other matters than calling strikes and lobbying for favor¬ 
able laws. 

But this was only one example of the numerous extra services that 
modern progressive unions provide for their members. Recreational and 
cultural activities are widespread. Unions have basketball, soccer, and 
baseball teams, and billiards, bowling, and handball. Union members 
who are musically inclined can participate in choruses, orchestras, and 
shows. In intellectual fields, there are forums for discussion of current 
events, as well as courses in art, public speaking, and literature. There 
are also courses for technical training in the jobs of the workers. 

Workers* education, in a narrower sense, has as its major objective 
the development of more intelligent and more active union members. 
Hence many unions teach the workers about unionism and their own 
particular union—its history, its aims, its methods. Some require new 
members to take such courses. In addition, courses in economics and in 
government are customary. Many workers study parliamentary law in 
order to learn how to particij)ate more effectively in union meetings. 
Special classes are conducted to train shop stewards and other union 
officials in the methods of handling grievances. 

An increasing number of unions try to do something for their mem¬ 
bers as consumers. They have, as you have read, carried on political 
activity in support of price control. A few unions have organized con¬ 
sumers’ cooperatives. Some have credit unions which lend money at low 
rates of interest. The Amalgamated Clothing Workers of America has 
several low-rent housing projects. The International Ladies Garment 
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Workers Union has a summer resort at which union members may stay 
at low rates. 

Individual security is the purpose of much of the activity of the un¬ 
ions. We are already familiar with the usual objectives, such as high 
wages, freedom from arbitrary discharge, and the closed shop. In addi¬ 
tion to these, and as a supplement to the government’s program of 
health services and social security, some unions provide life insurance, 
pensions, unemployment benefits, hospitalization and medical services. 
The Printing Pressmen’s Union has a sanitarium in Tennessee. 

A recent innovation is the group of activities known as community 
services, which are welfare activities for individual members and for 
the community. One major aspect of this is union counseling. The union 
counselor advises members on such varied personal problems as where 
to get psychiatric guidance for a maladjusted child; where to obtain 
free legal aid for a lawsuit; where to get free or inexpensive medical 
care; how to collect unemployment benefits or old-age pensions; and 
where to play billiards or checkers, or do social dancing, either free or 
at a low fee. As a union leaflet has explained, “members and their fam¬ 
ilies need health and welfare services just as they need adequate take- 
home pay—and they need their union behind them to make sure they 
get them.” Another major aspect of the unions’ community services is 
their active participation in the affairs of their community. Many of 
them contribute generously to charitable causes; in many communities 
the Community Chests are sponsored by joint committees of labor and 
management. Some unions are active in the movement that is generally 
known as “intercultural education.” They often give moral and financial 
support to causes that involve civil liberties. Through this program, a 
triple objective is achieved: the union serves its members and their 
families; both the union and the members serve the community; and 
the members become more loyal supporters of the union. 

Union Leadership and Membership Participation 

Many unions are large organizations, in membership, in dues in¬ 
come, and the scope of their activities. Large unions face the same 
problems of social responsibility as large-scale businesses. When an 
organization is large and powerful, the way in which it uses its power 
becomes a matter of public concern. 

Labor union leaders have much power. Their decisions in contract 
negotiations, and in strike situations, affect the economic welfare of 
many workers, the employers, and the community as a whole. 

Some labor leaders receive large salaries. This may make them anx¬ 
ious to stay in office, so that they can continue to receive these incomes. 
The unions, in defending high salaries for their oflBcers, point out 
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that men like John L. Lewis, David Dubinsky, Philip Murray, or Wil¬ 
liam Green possess qualities comparable to those of big-business execu¬ 
tives. Moreover, they are at the head of organizations that are in many 
ways as big and as important as our huge corporations, and deal with 
problems that are as difficult. Some people feel, however, that big sal¬ 
aries to union officers are socially unjustified, because they should not 
get too far away from the workers whom they lead. 

Some labor leaders have established a dictatorship within their un¬ 
ions. In a recent court case in New York State, it was shown that in a 
certain union there had been no election of officers for thirty years. 
Sometimes elections are meaningless. The officers control the election 
machinery and count the ballots as they wish. If members try to criti¬ 
cize the officers or oppose their policies, the chairman may simply re¬ 
fuse to recognize them at meetings; they may be shouted down by a 
well-disciplined group; they may be bribed or coerced into silence. 
The leaders can hand out offices in the union and may even be able to 
dictate who obtains f mployment in the industry. 

Sometimes union officers misuse union funds. Some get themselves 
voted huge salaries, bonuses, and gifts. Special assessments may be 
charged for purposes which are not carried out, and the officers may 
keep the money for themselves. Such corruption is made easier in some 
instances, by lack of adequate accounting of union funds to the mem¬ 
bership. 

Union racketeering covers a multitude of sins and is difficult 
to define. Perhaps as good a definition as any is, “the private en¬ 
richment, by various coercive and corrupt tactics, of union officials at 
the expense of workers, employers, and the public.”^ Some examples of 
racketeering against the workers are these: “stealing from the union 
treasury, accepting graft from members in return for jobs, or the use of 
strong-arm men to crush dissent within the union. . . Racketeering 
against employers and the public includes “graft given a union official 
by an employer to avoid a threatened strike, settle an existing strike, or 
avoid a clause of an agreement. Or union leaders may engage in busi¬ 
ness, using the threat of strikes to force employers to purchase supplies 
from them. In extreme cases, professional gangsters may muscle into a 
union and by force and intimidation compel their election to office or 
the election of pupi^ets chosen and controlled by them.”" 

In some instances, organized political minorities ha\'e been able to 


^ C. R. Daugherty, Labor Problems in American Industrij, Houghton Mifflin 
Company, 1938, p. 492. 

“ Joel Seidman, Union Rights and Union Duties, Harcourt, Braee and Company, 
1943, p. 112. 
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get control of unions and lead them into positions that are detrimental 
to the best interests of the members, the unions, and the general public. 
It is all the easier for them to attain control when many members do 
not attend meetings or do not interest themselves in the affairs of their 
union. 

Just as in the business world and in government, large-scale opera¬ 
tions require specially competent, responsible, and honest leadership. 
Union officials today must understand politics and economics; they 



Brooks in The Birmingham News 


Labor’s power and its responsibilities grow together. 

must be good executives; they must be brave fighters and shrewd bar¬ 
gainers. In addition, they must be completely loyal to the union and its 
members, democratic in spirit, and beyond corruption. The demand for 
this kind of leader is greater than the supply. Some unions, as we have 
seen, are attempting to organize systematic training for young people 
who may be interested in working as labor executives. 

Most important, however, is the quality of the union membership. 
Members should be active and alert and should attend meetings regu¬ 
larly. They should examine carefully all reports submitted by officers 
and committees, and they should insist upon the auditing of the union's 
records by independent accountants. When the members do these 
things, it is difficult for any union leader to neglect the interests of the 
union. Membership in a union gives the individual worker the strength 
which comes from unity; but it also gives him the responsibility of 
doing his share in running the union effectively, honestly, and wisely. 
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Exercises and Activities 
I Dictionary of Economic Terms 

community services seniority 

organizer union counseling 

racketeering 

II Questions and Problems 

1) A modern union is more than a bread-and-butter organization. Ex¬ 
plain. 

2) If you were a union organizer, wbat arguments would you use to 
convince a worker that he would get his money’s worth from the 
union? 

3) Discuss the following policies in regard to a union in politics: (a) the 
union should stay out of politics; (b) the union should support an in¬ 
dependent labor parH., (c) the union should reward its friends and 
punish its enemies. 

4) The American Civil Libenlies Union states: “The increasing respon¬ 
sibilities placed on trade unions by governmental protection of their 
democratic rights demand that they in turn accept the responsibility 
for the democratic conduct of their own affairs.” (a) What practices 
on the part of some unions and union leaders may be criticized as 
undemocratic? (b) Describe specific ways in which unions may 
carry out “the responsibility for the democratic conduct of their own 
affairs.” 

Ill Things To Do 

1) Choose any union as a case study. Find out all you can about its 
activities, and report to the class. 

2) Report on the history of third parties in America. To what extent 
did labor take part in these movements? 

3) Find out about the work of the Workers Education Bureau and the 
American Labor Education Service, with headquarters in New York 
City. 

4) Read and report on any of the following: (a) Union Rights and Un¬ 
ion Duties by Joel Seidman (Harcourt, Brace, 1943). A clear, well- 
balanced treatment of the moral and legal rights and duties of unions, 
(b) Worker Education Today by Mark Starr (League for Industrial 
Democracy, 1941). (c) Labor Unions in Action by Jack Barbush 
(Harper, 1948). 



L K S S O y 


PEACEFUL SETTLEMENT OF 
LABOR DISPUTES 


Drawing up a Trade Agreement 

For every strike, there are perhaps a thousand labor disputes that are 
settled peacefully. The strike makes the front-page headlines, while 
the peaceful settlement is tucked away in an inside page or does not 
rate any news item at all. However, peaceful settlement is of tremen¬ 
dous significance, by whatever measure it is rated—by the number of 
disputes settled, by the number of workers affected, by the amount of 
production uninterrupted, by the strengthening of labor and manage¬ 
ment morale. 

Labor disputes between union and management may be studied at 
two different stages. One is when the two sides are considering the 
terms of employment of the workers. The other is when, after an agree¬ 
ment on terms of employment has been reached, questions arise as to 
the way in which the agreement should be carried out. 

Let us consider the first of these two stages. Periodically, in most 
cases annually, the emplo\ er and the union representatives meet to 
draw up a contract regarding the terms of employment: wages, hours, 
and working conditions. Negotiations begin with each side's presenting 
its demands, backed by arguments and statistics of wages, profits, cost 
of living, and the like. Sooner or later a compromise is reached. The 
end result is a trade agreement, a contract between the employer and 
the union, embodying the terms of employment and the methods of 
enforcing it. After the agreement is drawn up, it may have to be sub¬ 
mitted to the union membership for ratification, if the union constitu¬ 
tion so requires. 

Negotiations for a new contract may take many days, even weeks and 
months. In July 1948, The New York Times and the Newspaper Guild 
of New York signed a contract after eight months of negotiations and 
two years of discussions of job classifications. More than 200 joint meet¬ 
ings of Times and Guild committees had been held, in addition to sepa¬ 
rate meetings of each of the committees. 

When the two sides find it impossible to agree, a third party may be 
brought in to help them come to terms. He may be invited in by the 
disputing parties, or he may take the initiative in offering his assistance. 
The third party may be a government official or some private individ¬ 
ual. Our federal government has established the Federal Mediation and 
Conciliation Service. In this agency are specially trained men who are 
sent around the country wherever major labor disputes occur. In addi- 

506 
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tion, many states and cities have their own agencies to handle local 
disputes. 

The third party brings the employer and the union together for ne¬ 
gotiation. This is called conciliation or mediation} First he gets the 
union to state its demands and the employer to state what he is willing 
to offer. Then he shuttles back and forth between the two parties, rea¬ 
soning with them and trying to arrange a compromise. 

If mediation fails, or in place of mediation, the parties may submit 



Labor Information Bulletin, April, 1947 


Labor conciliation, a new profession, requires a high order of skill. 


their case for arbitration. The third party (the individual or group cho¬ 
sen as arbitrator) hears the dispute and renders a decision. The disput¬ 
ing parties agree beforehand that the decision of the arbitrator shall be 
binding, and also that there shall be no strike or lockout while the arbi¬ 
tration is taking place. 

There has been some discussion of the need for cotnpuhorij arbitra¬ 
tion, This would mean a law requiring both sides to submit to arbitra- 


^ Sometimes a technical distinction is made between conciliation and mediation. 
The former involves active participation by the third party in the negotiation, 
whereas the latter involves merely carrying the parties’ demands from one to an¬ 
other. 
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tion; awards would be binding, and strikes and lockouts would be pro¬ 
hibited. Some people feel that this would be desirable, particularly in 
performance of work that is necessary to the health and safety of the 
public, such as running hospitals, operating railroads, and coal mining. 
The unions oppose this idea on the ground that, as life becomes more 
complex, the industries and occupations that may be considered es¬ 
sential to health and safety become increasingly numerous. At this rate, 
argue the unions, it would soon be illegal for workers in most industries 
to strike. The advocates of compulsory arbitration contend, in reply, 
that this right of the individual must be subordinated in some instances 
to the superior rights of the public. In opposition, again, it is argued 
that collective bargaining yields results that are more acceptable to the 
disputing parties and hence provide a more lasting peace. In general, 
businessmen as well as unions are opposed to compulsory arbitration, 
since they see in it an invasion of our economic freedom. Moreover, 
businessmen realize that compulsory arbitration awards can be more 
easily enforced against them, through seizure of business properties, 
than against large masses of workers. 

A special situation arises in wartime, when the national emergency 
makes it particularly important that production should not be hindered 
by industrial disputes. At the same time it is highly desirable that work¬ 
ers should be contented as an incentive for doing good work. During 
World War II, the President was empowered to take over any plant 
where a strike or a lockout impeded the war effort, and then the work¬ 
ing conditions prevailing before the disagreement had to be maintained. 

Our federal government has an elaborate system of government in¬ 
tervention in railroad labor disputes. It provides services for mediation 
and voluntary arbitration. If these fail, there may be resort to compul¬ 
sory investigation. Once the President appoints a Board of Investiga¬ 
tion, no strike or change of working conditions is permitted for 60 days. 
During this time the Board investigates the facts of the case and recom¬ 
mends a settlement to the President. Thereafter reliance is placed upon 
the pressure of public opinion to get the controversy settled. The Taft- 
Hartley Act has a similar provision for national-emergency situations. 

Settling Disputes That Arise Under the Trade Agreement 

After an agreement has been reached, it is essential that disputes 
arising during the period of the agreement be settled peacefully. There 
must be a machinery of enforcement and of interpretation. 

First, the terms of the agreement need to be enforced. Someone must 
have the responsibility to see that the workers are not made to work 
longer hours than agreed, that they get the required extra money for 
overtime and any other benefits agreed on. This is not only for the pro- 
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tection of the individual workers. It is also for the benefit of the honest 
employer who needs protection against competing employers who may 
be less scrupulous. Likewise, someone must have the responsibility to 
see that the workers live up to their part of the bargain, that they give 
a full and fair day’s work. 

Second, there must be a way of settling workers’ complaints and solv¬ 
ing their problems. The workers complain, for example, that because of 
poor ventilation, they are suffering from headaches. Frank Wilson has 
been discharged for alleged incompetence, but feels that the real rea¬ 
son is that the foreman wanted to create an opening for one of his 
friends. Some piece-rate workers feel that, because the firm is slow in 
supplying materials and repairing the machines, their earnings are 
lower than they should be. These complaints and any others that arise 
in connection with the enforcement of the labor contract are called 
grievances. 

The enforcement of contract terms and the settlement of grievances 
are handled through whatever grievance procedures have been created 
in the contract. The complaining individual calls in the shop chairman, 
who tries to settle the matter amicably with the foreman. If this fails, 
an appeal may be taken to a joint board or trade board, which is a 
committee of representatives of the union and the employer." These 
men are not directly involved in the dispute and will consider it more 
objectively. Finally, where the dispute is a major one—if it affects a 
large number of workers or involves an important matter of principle— 
either side may appeal the decision to a board of arbitration. On this 
board, in addition to the representatives of the union and of the em¬ 
ployer, there is a third person agreed upon by them. Or the final arbi¬ 
tration may be done by the single arbitrator appointed by both sides. 
The decision of the arbitrator is legally binding. 

This arbitrator may be named especially for the occasion when a dis¬ 
pute arises; or he may be appointed in advance, ready to take up any 
case when it arises. In the latter situation, he is usually a full-time em¬ 
ployee, whose salary is paid by both sides. He is often called an impar- 
tial chairman of the industry, or referee, or umpire. 

Second, there often arises the need for interpretation of the agree¬ 
ment as it is being enforced. The laws of the industry are general state¬ 
ments and therefore need constantly to be interpreted in their applica¬ 
tion to specific cases. For example, after having stipulated in the 
contract what the wage rates on piece work shall be, the parties will 
often have differences of opinion as to interpretation. A shop may 
change the type of product it makes, styles may change, different com- 

^ The term “joint board” is sometimes used to refer to a committee of representa¬ 
tives of different unions. 
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panics within one industry may have different ways of doing a given 
job. ffere is one example of a difference of opinion in the Chicago 
clothing industry: 

The union complained tliat the firm had reduced the brushing rate on 
Palm Beaches without the consent of the union and requested the restoration 
of former rates. The firm contended that it had always paid the lower rate 
for Palm Beach coats and that the higher had been paid only for half and 
quarter lined coats. The Trade Board found that the case turns on the facts, 
which the firm feels can be checked up by an analysis of payroll and produc¬ 
tion records. The Board directed that this be done, promising to review the 
case if it were not disposed of by such an analysis.^ 

A Ne\\ Profession: Labor Negotiation 

It should be apparent that the process of collective bargaining re¬ 
quires specialists and experts. The men who face each other over the 
negotiation table must be well informed about such matters as methods 
of production, job specifications, the profit rates of the industry and of 
specific employers, the probable effects on production of a proposed 
change in hours of work, and so on. To do their job adequately, they 
must be able to think clearly and to argue their cause logically and per¬ 
suasively. They should understand psychology, knowing how to deal 
with colleagues and with opponents. It helps, too, in an intangible way, 
if the negotiator is a man of general culture and understanding. 

Both sides are represented by specially trained men and women. 
Some are trained in industrial and labor colleges, such as those at 
Cornell and Harvard, where they go through a full course, specializing 
in economics and particularly in labor-management problems. Others 
are trained in the “college of hard knocks,’’ with years of experience in 
learning the trade, learning how to deal with men, and learning how to 
express themselves and convince others of their point of view. 

In the well-run business organization, the counterpart of the union 
representatives is found in one or more types of labor specialists, whose 
special job it is to negotiate with the union’s representatives and to 
achieve the best possible relations with the men on the job. A large cor¬ 
poration may have a vice-president in charge of labor relations. In ad¬ 
dition, many of the supervisors may be given special training in meth¬ 
ods of handling workers’ complaints satisfactorily. 

Assisting also in the process of collective bargaining are numerous 
hired experts. Economists keep the parties posted on the trends of the 
times, and advise them about the proper position to take in negotia¬ 
tions. Engineers study the processes of the industry and suggest im- 

•* The Chicago Joint Board, A.C.W.A., The Clothing Workers of Chicago, Chi¬ 
cago, 1922, p. 303. 



Poinier in The Detroit Free Press 


Collective bargaining can be a means of avoiding labor conflict. 

provements. Psychologists may be consulted about the eflFects of wel¬ 
fare programs and other measures on morale. 

A New Era in Labor Relations 

The history of the development of collective bargaining is a story of 
the transformation of industry from autocracy to industrial democracy. 
In an industry where the trade agreement prevails, the worker has a 
voice in making the rules that govern his working life. His job is no 
longer subject to the whims of a single individual and he cannot be 
fired on the slightest pretext; he has taken long strides toward achieving 
the “freedom from fear” that is part of our modern economic bill of 
rights. He has a property right in his job and feels secure. He can ex¬ 
pect fair play, according to the rules of the game. 











512 Labor-Management Relations [Unit 11 

Nor is this gain from industrial democracy by any means one-sided. 
The free worker develops a sense of loyalty to the industry and the shop 
in which he has a stake. The management, it is tme, gives up the right 
of arbitrary action. To that extent it may seem to lose the efficiency that 
comes with the absolute right to hire and fire and to give orders that 
cannot be questioned. But a more fundamental and more lasting effi¬ 
ciency is thus attained. Under the antiquated procedures, the workers 
gave vent to their bad feeling in frequent sudden stoppages, malinger¬ 
ing, restriction of output, and high labor turnover, all of which raised 
the employer s cost of production. Under a trade agreement, the union 
undertakes to discipline its members and to prevent individual inter¬ 
ference with production. 

Employers gain, also, by the greater uniformity of labor standards 
that exists under trade agreements. As far as possible, the union will 
seek to establish similar conditions for all its members. In this way, 
businessmen are relieved of one of their major headaches, namely, the 
possible competitive advantage attained by those who employ their 
workers under inferior conditions. 

Finally, the gains to society are not to be overlooked. Trade agree¬ 
ments bring long reigns of peace in the industries where they prevail. 
The public gains much when stores, factories, mines, and railroads run 
smoothly without the interruptions caused by labor-management strife. 

Why, then, do some employers still resist the efforts of unions to have 
a continuous voice in the labor relations of the plant? The trade-agree¬ 
ment procedure represents an intrusion in the field of management. 
Some employers regard this as an unjustified interference with their af¬ 
fairs. Furthermore, they fear that giving the union a voice in a few 
things will sooner or later lead to complete domination of the business 
by the union. 

In recent times, more and more employers have accepted the view 
that trade agreements can be used to serve the common interest which 
employer, worker, and the general public have in peaceful and just 
labor-management relationships. 


Exercises and Activities 

I Dictionary of Economic Terms 

arbitration conciliation mediation 

compulsory arbitration grievance trade agreement 

compulsory inves- impartial chairman 

tigation joint board 
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l.es. 65] Peaceful Settlement of Labor Disputes 

II Questions and Problems 

1) A union and an employer have a wage dispute. Explain the different 
methods by which the dispute may be settled. 

2) (a) Explain what a trade agreement is. (b) Summarize the matters 
which would be dealt with in a trade agreement. 

3) (a) Explain what a grievance is. (b) Describe a typical grievance 
procedure. 

4) Discuss the extent to which trade agreements mean (a) restraint on 
freedom of enterprise, (b) industrial democracy. 

5) “Ownership of a clothing factory at one time conferred upon the 
employer almost unlimited personal authority over the lives and hap¬ 
piness of the workers in his employ. Today, its claims are being in¬ 
creasingly subordinated to the needs of the industry as a joint enter¬ 
prise and a public utility.” (From The Clothing Workers of Chi¬ 
cago, ACWA, p. 191.) (a) Explain this statement, (b) How has 
the nation gained from this development? (c) What problems have 
been created by ihi:^ de \ elopment? 

6) “Employers have come to recognize that the elimination of waste and 
the promotion of efficiency which result in lower costs are just as 
much a human problem as a technical problem.” (Labor Problems in 
American Industry by C. R. Daugherty, Houghton Mifflin, p. 592.) 
(a) What is the “human problem” in this statement? (b) How has 
the machinery of collective bargaining helped to eliminate waste and 
promote efficiency? (c) How may collective bargaining increase 
waste and reduce efficiency? 

7) Write an essay on “Industrial Democracy through Collective Bar¬ 
gaining.” 

III TfflNGS To Do 

1) Follow a current labor dispute in the newspapers. Write a summary 
of the issues and events, and show how mediation and arbitration 
may have been used in bringing about a settlement. 

2) Find out about the work of the American Arbitration Association 
(9 Rockefeller Plaza, New York 20, N.Y.). 

3) Read and report on the War Labor Disputes Act (Smith-Connally 
Anti-Strike Law) of World War II. What is your opinion of this law? 

4) Read and report on any of the following: (a) The April, 1948, issue 
of Industrial Bulletin, monthly news magazine of the New York State 
Department of Labor. This issue explains and dramatizes the proc¬ 
esses of labor-management relations, (b) Chapter 8 of The American 
Story of Industrial and Labor Relations, New York State Legislative 
Committee on Industrial and Labor Conditions, 1943. A simple treat¬ 
ment. (c) The Clothing Workers of Chicago (Chicago Joint Board, 
ACWA, 1922). A dramatic account of the origin and functioning of 
collective bargaining in this industry, (d) Management-Union Ar¬ 
bitration by Maxwell Copelof (Harpej, 1948). This is a realistic 
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“record of methods, cases, and decisions,” written by an impartial 
arbitrator. 


L ES SOX 




LABOR-MANAGEMENT CON¬ 
FLICT: UNION METHODS 


The Strike 

We have seen that today most labor-management disputes, by far, 
are settled by peaceful processes of collective bargaining. However, 
when negotiation fails, the two sides gird for battle. The strike is the 
major weapon in labor’s arsenal. It is a stoppage of work by a combina¬ 
tion of workers, who attempt to keep their place as employees. The 
second half of this definition is significant, for it emphasizes the point 
that the workers consider this a temporary stoppage and not a resigna¬ 
tion from their jobs. The aim of a strike is to bring about a loss of busi¬ 
ness to the employer and consequently a need to settle with the union. 

A sympathetic strike is called as a means of supporting a strike of 
other workers. If the bricklayers are out on a strike, a sympathetic strike 
by the electricians will be a great help in forcing the construction con¬ 
tractor to come to terms In a sit-down strike, the workers, although 
stopping work, stay in the plant. Thus they make it impossible for the 
employer to hire other workers in their place. In this case they carry to 
an extreme development the idea that the jobs are still theirs and that 
they are merely stopping work temporarily. Sit-down strikes have been 
rare, and the courts have held them to be illegal. 

An unauthorized strike is one which is called in violation of an agree¬ 
ment. The latter is usually of the wildcat, or outlaw, type, which is 
called by a group of irresponsible workers in opposition to the wishes 
of the union and its officials. Outlaw strikes are condemned by union 
officials as bitterly as by employers. Sometimes, however, there is room 
for an honest difference of opinion as to whether a strike is authorized 
or not. Sometimes a prohibition of strikes by law or contract can be 
evaded by a slowdown, staying on the job while deliberately limiting 
production. 

In order to make strikes more eflFective, unions use various supple¬ 
mentary devices. Picketing is the most familiar of such devices. The 
workers or their sympathizers march outside an establishment to adver¬ 
tise the labor dispute. Signs are carried which state the workers’ mes¬ 
sage. Picketing may take place even when there is no strike, in order to 
publicize the demands of the union and criticize the employer for his 
unfairness, from the union’s point of view. The objective is to persuade 
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customers not to buy and to keep workers from entering the plant. 
Sometimes, in order to impress nonstriking workers and the public with 
the solidarity of the strikers, they engage in rruiss picketing by forming 
a long line or a solid group around the plant. In extreme instances they 
block the entrance to the plant, thus making it difficult, if not impos¬ 
sible, for workers and customers to enter. Mass picketing is of question¬ 
able legality. Often, however, it is a matter of serious dispute as to how 
many pickets, and what particular formation, are necessary before it 
can be considered mass picketing. 



Wide World 


Pickets form a line around the gates of a corporation. Note the signs re¬ 
ferring to wage rates and seniority privileges, which were issues in the 
strike. Does this appear to be mass picketing? 

The courts have repeatedly upheld picketing as a constitutional 
right. But there have been frequent complaints about some types of 
picketing. The problem of mass picketing has already been mentioned. 
Sometimes pickets claim that the workers in a plant are on strike, when 
they are not. Sometimes pickets shout abusive epithets at the employer 
and the nonstriking workers. Occasionally pickets resort to threatened 
or actual violence. 

Sometimes workers who have a grievance “strike on the job. ’ They 
find all sorts of occasions and excuses for slowing down; they do care¬ 
less work and turn out slipshod products; they “gum up the works” as 
much as possible. An extreme practice is sabotage. The word is derived 
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from the French “sabot,” meaning “shoe”; dissatisfied workers would 
somehow get their shoes caught in the machinery, with obvious results. 
In a recent dispute between motion-picture theaters and projection op¬ 
erators, the workers, although staying on the job, showed their annoy¬ 
ance by running the films upside down and making weird wails come 
out of the sound track. However, sabotage is much rarer today than in 
the days when peaceful settlement of disputes was the exception rather 
than the rule. 

The Boycott 

The strike, in and of itself, is sometimes ineffectual. The employer 
may be able to hire other workers to take the place of the strikers. In 
any event, he may be able to hold out against serious financial difficulty 
longer than the workers can hold out against starvation. Therefore, the 
workers use various devices to bring pressure on the employer to come 
to terms. 

Not only when a union goes out on strike, but also when it has been 
unsuccessful in organizing the workers in a plant, it tries to hit the em¬ 
ployer where it hurts his income. A boycott is an organized refusal to 
patronize a seller. We have seen that one of the main purposes of pick¬ 
eting is to advocate a boycott. A boycott may also be sought through 
newspaper advertisements and publicity in union journals. 

The law makes an important distinction between two types of boy¬ 
cott. The primary boycott is directed against a businessman who is di¬ 
rectly involved in a labor dispute. For example, consumers are asked to 
boycott a store where the workers are on strike. The secondary boycott 
is directed against a businessman who, though not directly involved in 
a labor dispute, deals with a firm that is so involved. For example, con¬ 
sumers may be asked to boycott a store that sells the products of a non¬ 
union manufacturer. Or workers on a building job may refuse to handle 
stone cut by nonunion labor. In former years, union publications used 
to carry unfair lists, giving the names of employers who were suppos¬ 
edly unfair to labor and who, the unions claimed, should be boycotted. 

Boycotts today are rare, except as they are incidental to strikes 
against retail businesses, which sell directly to consumers and can eas¬ 
ily be boycotted by them. There is some doubt as to the effectiveness 
of the boycott procedure. Particularly in a boycott involving large man¬ 
ufacturers and large numbers of workers, as in steel and rubber, the 
type of product is such that it is difficult to carry out either a consumers’ 
or a workers’ boycott. Furthermore, the federal courts and most state 
courts have held some boycotts, particularly the secondary boycott, to 
be illegal. Probably the most famous case involving a boycott was the 
one in which the hat workers of Danbury, Connecticut, in 1908, were 
compelled by the courts to pay large damages to their employer, on the 
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ground that the boycott was an unlawful conspiracy. The Taft-Hartley 
Act of 1947 prohibited the secondary boycott. 

A very similar tactic, though in reverse, is the union label, which has 
been called a "negative boycott.” Instead of attacking unfair or anti¬ 
union employers, the union's purpose here is to give publicity to the 
friendly employers. Employers are asked or permitted to place on their 
goods labels indicating that these goods are produced by union work¬ 
ers. By means of advertising and publicity, the union and the employer 
seek to obtain consumer preference for such products. The union label 
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In the lower right corner is a reproduction of the barber’s union card. The 
other three are union labels appearing on or with the product. 

is most eflFective on goods that are bought directly by consumers rather 
than by business firms, and particularly goods bought largely by work¬ 
ers and their friends. Thus the labels of the bakers, the printers, the 
brewery workers, and the garment workers have won wide recogni¬ 
tion. 

The following is a typical appeal to union members, in the American 
Federationist, the official publication of the AFL: 

HOW DO YOU SPEND YOUR MONEY? 

THE DOLLARS you Cam each week are union-earned dollars. When you 
spend those dollars, it is to your own self-interest to make sure that the goods 
and services you buy merit a trade unionist's patronage. 
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Union-made goods and union-rendered services are consistently tops in 
value, so you obtain the most for your money when you insist upon such 
commodities and services. 

Tell your friends and neighbors to look for the union label, union shop 
card and union service button. Theyll be grateful for the suggestion. 

Restrictiox of Productiox 

Although not strictly in the same category as the strike and the boy¬ 
cott, restriction of production may often be used as a device for attain¬ 
ing some of the workers' goals. The specific methods used and the par¬ 
ticular aims are of a great variety. It is the sort of practice that has been 
going on for ages, with and without union organization. 

One method is the limitation of the supply of workers. The purpose 
is to create a scarcity of labor and hence to induce a rise in vv^ages. 
Among the specific practices that fall under this head are the closed 
union and high initiation fees, which have already been discussed. 

Quite similar in purpose is the practice known as featherbedding. 
This term applies to union work rules which limit the maximum utiliza¬ 
tion of manpower or of machines. The aim, and the net effect, is to cre¬ 
ate a greater number of jobs than are actualh' needed to perform the 
vv^ork. Painters limit the size of brushes and prohibit the use of paint 
sprayers. The musicians' union, amongst others, requires in certain cir¬ 
cumstances, the employment of standby workers, who do no work, but 
must be employed in order to meet a required cpiota. The electrical 
workers' local of New York has often required that electrical equip¬ 
ment, after delivery to a construction job, be taken apart and reassem¬ 
bled on the job. 

Some forms of featherbedding were prohibited by the Taft-Hartley 
Act. But there is always the problem of proving when a certain rule be¬ 
comes featherbedding. For example, the rewiring rule just mentioned 
has been defended as a necessary precaution against fire, and paint 
spray is alleged to be injurious to the health of the workers, as well as 
producing an inferior job. 

Although there is much criticism of featherbedding as a social waste, 
there is widespread realization that behind nearly all featherbedding is 
the workers' belief that these rules are necessary to protect their jobs. 
Some unions, with the cooperation of employers, have undertaken to 
solve the problem of technological unemployment in ways that are 
more in keeping with social progress. The Amalgamated Clothing 
Workers got some employers to agree to a dismissal wage of $500 for 
every cutter thrown out of work by the cutting machine. Other unions 
require, when a new machine is introduced, that their members receive 
first opportunity for training and hiring at the new task. There are 
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many cases, indeed, of unions actually cooperating with employers in 
introducing labor-saving and other efficiency devices. 


Political Activity and Propaganda 

Often unions find it necessary or desirable to appeal for outside help 
in impro\’ing labor conditions. Legislation is sought for better wages 
and hours and for the protection of the union. Unions engage in lobby¬ 
ing and support friendly candidates in political campaigns. (See Les¬ 
son 64.) 

To influence the government and also to obtain favorable public 
opinion, unions use various propaganda devices. Picketing involves 
propaganda. Sometimes unions state their case in newspaper advertise¬ 
ments. When the Taft-Hartley bill was pending before Congress, the^ 
unions publicized their opposition by radio programs using the mem¬ 
bers of the screen, radio, and actors’ unions, in one of the most powerful 
propaganda campaigns in labor history. 


Exercises and Activities 
I Dictionary of Economic Terms 


boycott 

featherbedding 
mass picketing 
outlaw strike 
picketing 


primary boycott 
sabotage 

secondary boycott 
sit-down strike 
strike 


sympathetic strike 
unauthorized strike 
union label 
unfair list 
wildcat strike 


11 Questions and Problems 

1) The American worker regards the right to strike as an “unalienable 
right.” (a) Why? (b) Are there any circumstances under which, in 
your opinion, the right to strike should be limited? Give reasons for 
your answer. 

2) “A worker has a property right in his job; when he strikes, no one 
should be allowed to take his place.” What do you think of this prop¬ 
osition? 

3) (a) Show how the union label is a boycott “in reverse.” (b) Wtmld 
you be influenced for or against a product by a union label? Why or 
why not? 

4) (a) Summarize the arguments which have been used to justify work 
rules which limit production, (b) Summarize the criticisms which 
have been made of these rules. 

5) In what ways could labor, management, and government cooperate 
to eliminate featherbedding? 
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6) (a) What is the difference between a primary boycott and a second¬ 
ary boycott? (b) Do you believe boycotts should be used by workers? 
If so, to what extent? In your discussion show the \ iewpoints of la¬ 
bor, management, and the public. 

Ill Things To Do 

1) Read and report on the sit-down strikes in the early history of the 
CIO. (See the readings listed on page 540.) 

2) Bring to class examples of appeals to the public by workers on strike. 
Do you think its appeal to the public is effective? 

3) Read and report on the story of the Molly Maguires, the coal miners 
who made a regular practice of violent methods. 

4) Bring to class examples of union labels. See if you can find whether 
these labels ha\'e any effect on the sale of the products. 


LESSON 



LABOR-MANAGEMENT CON¬ 
FLICT: MANAGEMENT 
METHODS 


The Conspiracy Doctrine 

During the early days of the Industrial Revolution, unions did not 
have the positive legal right to exist. They were declared conspiracies 
in restraint of trade under the common law. After unions did re¬ 
ceive legal recognition, their specific aims and activities, such as picket¬ 
ing, boycotts, and the closed shop, remained under a shadow of doubt¬ 
ful legality. 

After a while came the antitrust laws. The Sherman Act of 1890 out¬ 
lawed “every contract, combination . . . , or conspiracy, in restraint of 
trade . . . among the several states. . . Although the law made no 
specific mention of labor combinations, the words were broad and gen¬ 
eral enough to include them if the courts chose to do so. And the courts 
did choose to do so. In the Debs case (1895), a federal court issued the 
first important labor injunction in our history. Things came to a climax 
in the Danbury Hatters’ Case (1908), in which a boycott resulted in 
the employer s being awarded close to $300,000 in damages against 
the United Hatters’ Union. The union treasury was exhausted, and the 
individual members of the union had to pay the balance; many of them 
lost their property as a result. The Danbury Hatters’ Case threw the 
unions into a state of fear and anxiety. Unions could not be sure of the 
legality of any of their activities, and their very existence was threat¬ 
ened by possible damage suits. As more and more cases were decided 
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against them, they became more and more insistent that the Sherman 
Act be amended. 

When the Clayton Act was passed in 1914, Samuel Gompers, presi¬ 
dent of the American Federation of Labor, hailed it as labor s Magna 
Carta and Bill of Rights. Section 6 stated that “Nothing contained in 
the antitrust laws shall be construed to forbid the existence and opera¬ 
tion of labor organizations ... or to restrain individual members of 
such organizations from lawfully carrying out the legitimate objects 
thereof; nor shall such organizations be held to be illegal combinations 
or conspiracies in restraint of trade.” 

There has been a good deal of controversy over the real meaning and 
intention of these provisions. It was not long, however, before labor’s 
jubilation over the Clayton Act came to an end, as the prosecutions for 
conspiracy increased. Although the unions were no longer considered 
conspiracies in themseh'es. souie of their activities were so regarded by 
the courts. This hostile antiunion atmosphere encouraged employers to 
fight labor organization. 

Fighting Against Union Organtzation 

One way in which employers tried to keep their workers from joining 
or staying in a union was the blacklist. Employers drew up a list of 
names of workers who were to be refused employment by any of them, 
and the list was circularized throughout the industry. Usually the names 
were those of workers who were engaged in union activities. 

In order to find out who the union members were, particularly the 
active ones, and to find out the union’s plans, employers used spies, or 
espionage, in the plant and in the union. A characteristic procedure was 
the use of private detective agencies. The system of espionage went be¬ 
yond spying and making use of the information to fire union members 
and to prepare against strikes. The spies worked secretly to break up 
the union, by causing disagreements, factions, resignations of officers, 
and decrease in membership. Often, pretending to be the most ardent 
and revolutionary among the unionists, they encouraged violence 
among strikers in order to justify violence and other drastic measures 
on the part of employers and the police. 

Most large employers operated their plants on an open-shop basis, 
which in practice really meant an antiunion shop. This was frequently 
accompanied by the yellow-dog contract When a man sought employ¬ 
ment, he was required to sign an agreement stating that he did not be¬ 
long to, and did not intend to join, any union during the term of his 
employment. Such contracts were for many years an insuperable ob¬ 
stacle to union organization in many industries. The United States 
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Supreme Court held that it was illegal for a union to solicit members 
among employees who had signed such a contract. 

Some employers, finding the desire for union organization strong 
among their men, organized company tiniom. These differed from 
genuine unions, in two major respects: first, they were strictly limited 
to the workers in a single company or a single plant; second, they were 
dominated by the employer. (The company union is to be distinguished 
from an independent union, which in some cases may also be limited to 
a single company or plant, but is free from employer control.) The de¬ 
vices used for dominating the union were varied. Thus, the company 
might gi\ e them a meeting place on company premises, and often the 
employer or his foreman was present at union meetings. The employer 
might assist in the running of union elections, and would pay the union 
expenses. 

It is now illegal for employers to interfere with the unionization of 
their employees. The Norris-LaGuardia Act of 1932 made yellow-dog 
contracts unenforceable, and the National Labor Relations Act of 1935 
outlawed the blacklist, espionage, and the company union. 

Sometimes employers have used much less direct methods. Such, for 
example, is their welfare work, which consists of “all those services 
which any employer may n nder to his work people o\’er and abov e the 
payment of wages and which are not directly related to their job ef¬ 
ficiency.” Emplov^ers may provide lunchrooms with free or cut-rate 
meals; baseball fields, or other recreational facilities; dances and other 
social affairs; savings and loan plans; pensions, life and health insur¬ 
ance; and profit-sharing plans. The motive of the employer may be 
purely humanitarian, or to encourage labor efficiency, or to make the 
workers feel that they do not need a labor union. 

Fighting Strikes 

When an employer is unable to come to terms with a union, he has 
various ways of dealing with the situation. 

The lockout is the employer’s parallel to the strike. The employer 
stops production and shuts out his employees, in order to enforce his 
demands on the workers. A lockout is rarely necessary. Usually the em¬ 
ployer can merely refuse to grant the workers’ demands and thus leave 
the initiative to the union. Sometimes it is difficult to tell whether a 
work stoppage is a lockout or a strike. When the employer refuses to 
consider the union’s demands or insists on his own interpretation, the 
workers may quit work but insist that it is a lockout, thus seeking to 
place the blame on the employer. 

When a union makes use of its major weapon, the strike, the em¬ 
ployer brings out his own weapons. In his attempt to keep production 
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going, the employer may try to get some of the regular workers to stay 
on the job. Also, in former years, such devices as the blacklist and es¬ 
pionage (now illegal) were frequently used. 

Sometimes a company, particularly if it is hostile to unionism, has em¬ 
ployed outside workers as strikebreakers to keep production going. 
Often the purpose of using them is also to discourage and intimidate the 
workers and to break the union. Frequently these strikebreakers have 
not been expected to do any work. They might be gangsters who were 
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A jurisdictional strike in process, an employer answers the pickets’ signs. 

intended to scare away pickets. They sometimes beat up pickets and 
other strikers. In the first quarter of this century, strikebreaking became 
a highly organized “profession.” Professional strikebreaking has been 
made illegal by the Strikebreaker Act (Byrnes Act) of 1936. 

In using violence against strikers, employers sometimes had the help 
of the government. Among the dark episodes in our history have been 
the instances of killings, injuries, kidnappings, and bombings of work¬ 
ers' homes and meeting halls by the Army, the National Guard, state 
and local police, and sheriffs’ deputies. Such incidents are compara¬ 
tively rare today. 

There are other ways in which the employ er may be able to use the 
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law as a weapon against the union. One such use of government aid, 
the injunction, was particularly eflFective until 1932. An injunction is a 
court order commanding a person or a group to refrain from actions 
considered wrong; less frequently it commands them to perform certain 
acts. Thus, when a union strikes in violation of a contract, an injunction 
may order the cancelation of the strike; labor violence may call forth 
an injunction to cease the violence; a union may be enjoined from or¬ 
ganizing a group of workers. 

The injunction has been a powerful weapon, because it is easy to ob¬ 
tain and enforce. Often an injunction has been issued by a judge on the 
basis of an affidavit of the employer alone, without hearing any evi¬ 
dence from labor. Enforcement has been easy because a violation of an 
injunction is an act in contempt of court. This can be considered a crim¬ 
inal offense and can ordinarily be tried and punished b\ the judge who 
issued the injunction, without a jury; and the penalties (fine and jail) 
may be very severe. Often labor injunctions have been issued on flimsy 
evidence and in sweeping terms. In 1934, for example, a Brooklyn 
judge forbade a union to continue its strike, to picket, to hold meetings 
near the plant, or even to mention orally or in writing that there had 
been a strike. 

Unions campaigned bitterly against the use of the injunction. In 1932 
they obtained the passage of the Norris-LaGuardia Act, which pro¬ 
vides that “Federal courts may not prohibit workers from ceasing or 
refusing to work, joining a union, paying strike benefits, publicizing the 
facts of a labor dispute, assembling peacefully, or urging others to join 
or assist the strike.” The procedure in issuing labor injunctions was 
modified so that (1) no labor injunction could be issued without giving 
the opposing side an opportunity to be heard; (2) in the event of a 
charge of violation of the injunction, the case had to be heard before a 
judge other than the one who had granted the injunction; (3) the de¬ 
fendant in a contempt action could demand a jury trial. Some states 
have likewise limited the issue of labor injunctions by their state courts. 

Political Activity and Propaganda 

Like the unions, employers engage in political activity to strengthen 
their position. Lobbying is one of the chief objectives of the employers’ 
associations, from the National Association of Manufacturers (NAM) 
down to the smallest local groups. They have frequently opposed wage 
and hour laws, social security, and laws requiring employers to bargain 
with unions. In political campaigns they naturally support the party 
and the candidates whom they consider friendly to their cause. In some 
instancies they have tried to use pressure against their workers to in- 
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fluence them to vote for conservative candidates. They publish adver¬ 
tisements in the newspapers stating why higher wages cannot be paid, 
why current profits are not too high, and why a certain strike is un¬ 
justified. 


Exercises and Activities 
I Dictionary of Economic Terms 

blacklist independent union strikebreaker 

company union injunction welfare work 

espionage lockout yellow-dog contract 

II Questions and Probi.ems 

1) If you were an employer opposed to unions, what methods would 
you use (a) to pre\cnt union organization? (b) to fight strikes? 

2) A private detective agency, offering its services to employers some 
years ago, guaranteed that ''there will be no strike and no disturb¬ 
ance.” Describe the methods which could be used by this agency 
to prevent strikes and disturbances. 

3) Describe the significance of each of these dates in labor history; 
1890, 1908, 1914, 1932. 

4) (a) Explain this statement: "In the company union the employer is 
represented on both sides of the negotiation table.” (b) What argu¬ 
ments might the employer give in justifying his organizing a com¬ 
pany union? 

5) Is it wrong for a person to act as a strikebreaker? Discuss. 

6) In parallel columns, list the labor and management methods that 
parallel each other. (See Lesson 66.) 

7) (a) Write an editorial on the responsibilities of labor and manage¬ 
ment to each other and the public, (b) Exchange editorials and 
write a "letter to the editor” commenting on your classmate’s view¬ 
point. 

Ill Things To Do 

1) Report on the facts and the legal significance of one of the following 
cases: (a) Debs railway case (1895), (b) Danbury Hatters, (c) 
American Steel Foundries, (d) Bedford Cut Stone, (e) Hitchman 
Coal and Coke Co. vs. Mitchell, (f) Coppage vs. Kansas, (g) Adair 
vs. U.S. (For sources of information, see the readings below and at 
the end of lesson 69.) 

2) Look up the "Mohawk Valley Formula” or "back-to-work movement” 
as a device for combating strike activity. A detailed account is given 
in Labor Problems in American Industry by C. R. Daugherty 
(Houghton Mifflin), pp. 673-675. 
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3) Read and report on / Break Strikes: The Technique of Pearl L. 
Bergoff by Edward Levinson (McBride), a vivid account of profes¬ 
sional strikebreaking. 

^ Q REGULATION OF COLLEC- 
L E S S O X C/ O TIVE BARGAINING 

The Public Interest in the Labor-Management Conflict 

The relations between labor and management are not just their own 
affair. In the first place, wages and working conditions, and therefore 
the standard of living of millions of people, and hence the welfare of 
the nation, depend upon the outcome of the bargaining between labor 
and management. Second, if the two sides are in constant conflict, that 
means continual interruption of our economic activities. Production 
declines, and the public suffers not only inconvenience, but sometimes 
harm to health and safety. Third, when the two sides are bitter toward 
each other, they sometimes engage in violence that endangers innocent 
third parties, and violates our sense of law and order. Finally—and this 
point has only in the present generation become generally recognized 
—the right of workers to organize, without interference, is a funda¬ 
mental economic right in a country that is proud of its freedom. All 
these considerations have led to a general recognition of the need for 
strengthening the processes of collective bargaining. 

The National Labor Relations Act (Wagner Act), 1935 

With the deepening of the depression and the inauguration of the 
New Deal programs, the movement to improve the conditions of work¬ 
ers gained strength. In order to help the workers bring about self- 
improvement, the government decided to encourage the growth and 
the power of unions. First came the National Industrial Recovery Act 
(NIRA) of 1933 (Section 7a): 

. . . employees shall have the right to organize and bargain collectively 
through representatives of their own choosing, and shall be free from the 
interference, restraint, or coercion of employers of labor, or their agents, . . . 

When the NIRA was declared unconstitutional, its labor sections 
were succeeded by the National Labor Relations Act (NLRA), often 
referred to as the “Wagner Act.” The aim of the Act was clearly stated 
at the outset: “to promote equality of bargaining powers between em¬ 
ployers and employees and to diminish the causes of labor disputes.” 

This act requires employers to bargain collectively with the repre- 
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sentatives of the workers. The workers decide by vote whether they 
wish to be represented by a union; and if there is more than one union, 
they choose among them. If any union secures a majority vote, it be¬ 
comes the exclusive bargaining agent of all the employees. In order to 
make sure that these elections are fair and uncoerced, they are super¬ 
vised by a government agency, the National Labor Relations Board 
(NLRB). 

In order further to guarantee the workers’ freedom of action, the 
NLRA designated certain specific employer activities as unfair labor 
practices, and prohibited them. It was made illegal to: 

1. Interfere with or coerce employees in the exercise of collective bar¬ 
gaining 

2. Dominate or interfere with the formarion or administration of any labor 
organization, or contribute financial or other support to it (prohibition of 
company unions) 

3. Encourage or discomage membership in any labor organization by dis¬ 
crimination in hiring or in conditions of employment 

4. Discourage or otherwise discriminate against an employee for filing 
charges or giving testimony under the act 

5. Refuse to bargain collectively with the representatives of the employees 

Thus, these provisions prohibit certain antiunion activities: company 
unions, blacklisting, espionage, and yellow-dog contracts. 

The NLRB was given power to prohibit these unfair labor practices. 
It can hold hearings, and if it decides that an employer has violated the 
law, it can issue a cease-and-desist order (see p. 323). If the employer 
refuses to obey, the Board can petition a federal court for an order of 
enforcement. Violation is then punishable by fine or imprisonment. The 
employer can also appeal the decisions of the NLRB to the courts. 

Effects of the NLRA 

“Few major transformations in the American community have oc¬ 
curred more rapidly than the rise of trade unions during the last fifteen 
years'.’’^ At first, employers resisted the objectives of the law. As can be 
seen from the chart on page 528, there was in these years a tremendous 
increase in the percentage of strikes whose purpose was to establish 
union recognition. However, largely through the operation of the law, 
union membership increased from nearly 3 million in 1933 to over 7 
million in 1937. This included, for the first time in our history, the or¬ 
ganization of the large masses of workers in the mass-production in¬ 
dustries. 

^Sumner H. Slichter, “Are We Becoming A ‘Laboristic' State?” in The New 
York Times, Sunday Magazine, May 16, 1948, p. 11. 
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MAJOR ISSUES INVOLVED IN STRIKES 
1927-1939 
PERCENT OF STRIKES 



1927 1928 1929 1930 1931 1932 1933 1934.1935 1936 1937 1938 1939 


MA JOR ISSUES: 

-V<-.1 MlSCELLANtOUS 

UNION ORCANIZATION 

U. S. BUREAU OF LABOR STATISTICS 

Up to 1932 strikes frequently involved disputes about wages and hours; in 
1932 almost two-thirds of all strikes centered about these issues. From 1933 
to 1939 issues involving union organization grew in importance. 

As a result of these changes, the principle of collective bargaining has 
been firmly established. Large and strong labor unions are now a rec¬ 
ognized American institution. The growth of union membership has in¬ 
creased the prestige of the labor unions in bargaining with employers. 
Larger membership has also meant larger financial resources, and has 
enabled them to carry out more effectively their various activities. 

With the growth of organized labor under the NLRA came a demand 
from employers for government regulation of labor unions. The em¬ 
ployers complained that the law was one-sided. In their view, it gave 
labor the opportunity to achieve great power, without placing adequate 
restrictions upon the use of that power. They pointed to the fact that 
the law forbade certain practices by employers but contained no cor¬ 
responding list of unfair practices by labor. Some unions, they argued, 
had become as high-handed toward employers (and workers, too) as 
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some employers had previously been toward labor. No effective meth¬ 
ods were provided under the law for dealing with violations of manage¬ 
ment-labor contracts, jurisdictional disputes, featherbedding, secondary 
boycotts, monopolistic practices by closed unions, and racketeering. 

With the recent growth of unions, and with the improved position 
granted to labor by liberal legislation, there has developed the view¬ 
point that union power must be matched by union responsibility. To 
the extent that the abuses of labor are not to be removed by the action 
of labor itself, government regulation may become necessary. “Unions 
. . . cannot expect to abuse their power and still escape government 
regulation. . . . The labor movciment is gaining too much power to 
hope that it can avoid permanently some degree of supervision for the 
common good.”^ 

The traditional attitude, however, an.ong union leaders and others 
has been to oppose any government regulation of union affairs. This 
attitude has been based chiefly upon the history of government inter¬ 
vention in labor disputes, which, until the 1930’s, had been mainly in 
favor of management. They feel that their fears were realized in the 
passage of the Taft-Hartley Act. 

The Labor-Management Relations Act (Taft-Hartley Act), 1947 

When the NLRA was finally amended by the Taft-Hartley Act, the 
conservative element was dominant; and the act showed it, just as the 
NLRA had previously shown the domination of the liberal New 
Dealers. 

The Taft-Hartley Act modified collective-bargaining procedures in 
several ways. A union-shop contract-was permitted only after a union- 
shop election was held under the supervision of the National Labor Re¬ 
lations Board. The union shop had to be favored by a majority of all 
the employees, regardless of how many voted. Only then could the em¬ 
ployer consent to it. The closed shop was prohibited. The checkoff 
could be used only for union members who individually authorized the 
employer, in writing, to deduct their union dues. Welfare funds estab¬ 
lished with employer contributions were to be administered under 
specified rules, including a requirement that both labor and employers 
were to be represented in the board of trustees administering the fund. 

Several kinds of strikes were prohibited and all others were re¬ 
stricted. Prohibited were sympathy strikes, jurisdictional strikes, and 
strikes of employees of the federal govemment. In all cases where a 
labor-management contract existed, a strike or a lockout could take 
place only upon sixty days’ notice to the other party (the cooling-off 

^ Joel Seidman, Union Rights and Union Duties, Harcourt, Brace and Company, 
1943, p. 205. 
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period), and thirty days’ notice to the government. In “national-emer¬ 
gency” situations, the President could appoint a board of inquiry to 
ascertain the facts in the dispute; after the board’s report, he could ask 
for an injunction, to remain in effect for a period up to 80 days. After a 
report on the situation by the board of inquiry, the NLRB was to hold 
a special election to determine whether the workers wished to accept 
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Fitzpatrick in The St. Loxiis P<»st-Uispatch 


This views the Taft-Hartley Act as a needed balance to the Wagner Act, 
which was criticised by industry as unduly favorable to labor. 

the employer’s final offer. Thereafter, the strike or lockout was per¬ 
missible. 

The new law declared it to be an unfair labor practice for a union to 

1. Refuse to bargain collectively with an employer 

2. Discriminate against a nonunion worker, or cause an employer to dis¬ 
charge him because he is not a union member (except where there is a legal 
union-shop contract and the worker fails to pay his union dues) 

3. Restrain or coerce a worker from exercising his right not to join a union, 
except where there is a legal union shop 

4. Strike or boycott under the following circumstances: (a) to force an 
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employer to cease dealing with another employer (this prohibits the sec¬ 
ondary boycott and the sympathy strike); (b) in a jurisdictional dispute 
(Note: The law, however, specifically recognized the right to refuse to cross 
a picket line.) 

5. Impose excessive or discriminatory initation fees, where there is a 
union shop 

6. Compel or attempt to compel an employer to pay for services not 
actually performed (This is aimed at some of the forms of featherbedding.) 



Herblock in The Washington Post 

Organized labor opposed the Taft-Hartley Act, claiming it used abuses by 
labor as an excuse to kill effective unionism. 

The restriction in the National Labor Relations Act against employers' 
influencing a union election was amended by the “free-speech” pro¬ 
vision: an employer has a right to express his views, provided that it 
does not go so far as coercion. 

By the Taft-Hartley Act broad controls were established over union 
activities. Political activity of labor and management was restricted. 
Neither union nor corporation funds were to be used in connection 
with any election for federal office. Other controls were achieved by 
setting up two qualifications that a union had to meet in order to be 
able to use the NLRB, that is, in order to ask for any of the privileges 




532 Labor-Management Relations [Unit 11 

under the Act. First, the union had to file afiidavits by all its officers 
that they were not members of the Communist Party and that they 
did not believe in the overthrow of the government by force or by any 
other illegal means. Second, the union had to file a statement giving full 
information about its constitution and by-laws; its elections of officers; 
its initiation fees and dues; fines imposed; procedure for ratification of 
contracts; and its annual finances. A copy of the annual financial state¬ 
ment also had to be sent to each member of the union. 

Evaluation of the Taft-Hartley Act 

The Taft-Hartley Act has been one of the most controversial laws in 
our history. It was defended as necessary to restore the balance in bar¬ 
gaining power between labor and employers, and to remove abuses of 
unions toward workers and the public. Labor, on the other hand, was 
practically unanimous in condemning the law as unfair, a '"slave-labor 
bill,’’ and as hindering sound collective-bargaining relationships. 

The prohibition of the closed shop was condemned by labor unions 
on the ground that it destroyed long-established collective-bargaining 
arrangements in such industries as the printing industry, building 
trades, and other fields. The provision that an employer in a union shop 
could not discharge an employee who had been dropped by the union 
for any other reason than nonpayment of dues was regarded as weak¬ 
ening union discipline. Workers might engage in wildcat strikes, in 
espionage, or in scabbing, yet the union could not control them through 
the threat of loss of jobs. The prohibition of secondary boycotts was 
observed with mixed feelings by labor. Some workers approved this 
point; but most of them claimed that it enforced “slave labor” because 
it was used to force workers to stay at work against their own interests. 

Labor was disturbed that the law increased the opportunities for use 
of damage suits and injunctions against labor. It condemned the prohi¬ 
bition of expenditures for political purposes by unions. Although this 
provision seemed to treat unions and corporations equally, labor argued 
that employers could make large contributions to political campaigns 
as individuals; while individual workers could make only petty contri¬ 
butions. Many labor unions also condemned the anti-communist af- 
fadivits, as an infringement of political rights. 

Management, on the other hand, claimed that the restrictions in the 
Taft-Hartley Act were merely an efFort to oflFset the onesidedness which 
they saw in the Wagner Act. They defended the prohibition of the 
closed shop on the ground that the closed shop was a denial of job op¬ 
portunities to individuals who were not union members, and was a 
means of establishing labor monopolies. With regard to the restrictions 
on labor-union activities, and the penalties permitted against unions. 
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they pointed out that labor, like business, was now operating on a large 
scale—huge memberships, multimillion-dollar treasuries, and the power 
to affect large areas of industry. In their opinion, large unions needed 
regulation as much as big business. Union members needed protection 
against undemocratic or dishonest labor leaders, and against the use of 
labor unions for political purposes not approved by the members. Sev¬ 
eral years after the passage of the Taft-Hartley Act, labor and man¬ 
agement had not yet found a basis for agreement on legislation regard¬ 
ing labor-management relations. 


Exercises and Activities 
I Dictionary of Economic Terms 

cooling-off period unfair labor practice 

II Questions and Problems 

1) State four reasons why the public is interested in the peaceful set¬ 
tlement of labor-management disputes. 

2) (a) Why is it in the public interest ‘‘to promote equality of bargain¬ 
ing powers between employers and employees/’ and “to diminish the 
cause of labor disputes”? (b) To what extent were these goals 
achieved through the Wagner Act and the Taft-Hartley Act? 

3) Explain how the NIRA laid the groundwork for the NLRA. 

4) (a) What anti-union activities are prohibited by the Wagner Act? 
(b) What union activities are prohibited by the Taft-Hartley Act? 

5) The Wagner Act has been criticized as giving labor too much power. 
Discuss this charge from the viewpoint of (a) labor, (b) manage¬ 
ment. 

6) The Taft-Hartley Act has been criticized as being too severe toward 
labor, (a) Explain the provisions in the law which have been the 
basis for making this criticism, (b) Explain the arguments which 
have been given in defense of these provisions. 

7) If you were witing a new labor-management act, which provi¬ 
sions of the Wagner and Taft-Hartley Acts would you retain? Why? 

III Things To Do 

1) Arrange a class dramatization of a hearing before the NLRB on an 
“unfair labor practice” charge (a) against an employer, (b) against 
a union. 

2) Arrange a student symposium on “A Fair Labor-Management Law.” 
The following viewpoints might be represented; (a) restoration of 
the original NLRA, (b) retention of the Taft-Hartley Act, (c) a 
compromise between those two Acts, (d) a new approach to labor 
peace. 
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3) Arrange for outside speakers representing labor and management to 
addiess your class, a school club or an assembly on “A Fair Labor- 
Management Law/’ 


LESSON 



DEVELOPMENT OF THE 
AMERICAN LABOR 
MOVEMENT 


Early Attempts at Unionization 

The first American labor unions were organized by carpenters and 
by shoemakers in Philadelphia in the 1790 s, but it took almost another 
century for American workers to become organized on a permanent 
basis. Many craft unions were established in the first half of the 19th 
century; but whenever a serious depression occurred, they were crushed 
by the lack of jobs, loss of membership, and the consequent lack of 
union funds. 

Although the early unions individually did not last long, as a group 
they had a positive influence upon American history. They made the 
American public conscious of the demands which organized labor was 
then making—the ten-hour day, free public schools, abolition of im¬ 
prisonment for debt, restrictions on child labor, control of monopolies, 
and income taxes. 

The War Between the States, the Industrial Revolution, and the post¬ 
war boom created the conditions for rapid development of labor 
unions. More and more, large groups of workers were concentrated to¬ 
gether in huge factories and were therefore better able to organize. 
More and more, they realized that they would have to seek self- 
improvement through unionization. 

In the second half of the 19th century hundreds of new locals and 
more than thirty national unions were formed. Some of these unions 
are still in existence. 

These organizational steps were taken in the face of a hostile attitude 
by employers. Discipline in the factories was very tight, and unioniza¬ 
tion was generally prohibited. 

The Knights of Labor 

The first national federation of American workers that succeeded in 
attaining fairly large membership and a relatively long existence was 
the Knights of Labor, founded in 1869. The Noble Order of the Knights 
of Labor was not a labor organization in the present-day sense. It was 
established as one big union, including all kinds of workers without 
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separating them by trade or industries; in many local branches workers 
from different industries were mixed together. It even had farmers and 
business and professional men as members. 

Because of fear of blacklists, the Knights of Labor operated for the 
first ten years as a secret organization, but in the 1880’s it came out into 
the open. Under the leadership of Uriah S. Stephens, and then of 
Terence V. Powderly, its membership reached a peak of 700,000 in 
1886. 

The newly organized workers at first lost many battles because of 
the powerful opposition of their employers, but later won some spec¬ 
tacular strike victories. However, this success was short-lived. The repu¬ 
tation of the Knights of Labor was lessened by a series of unsuccessful 
strikes. The organization was a .^ollectior of many loose parts, and was 
hard to hold together. The Haymarket Riot of 1886, in which some 
Chicago policemen w^ere killed by a bomb, made it easy to pin the label 
of “anarchism” on the entire labor movement. By 1890 the membership 
of the Knights of Labor had dropped to 100,000 and it had become an 
insignificant organization. However, the experience of this organization 
paved the way for the later success of the American Federation of 
Labor. 

The Rise of the AFL 

The American Federation of Labor was founded in 1886 by a group 
of craft unions, of which the most important were the cigar makers, 
carpenters, printers, and iron and steel workers. From 1886 to 1924 its 
president was Samuel Gompers, who was succeeded by William Green. 
Starting with a membership of 138,000 in 1886, it had over 1,500,000 in 
1904; over 4,000,000 in 1920; and more than 7,000,000 in 1949. 

The success of the AFL was largely due to its structure and its poli¬ 
cies. It was not organized as a single union, but as a federation of 
unions. Each union was a closely knit organization of workers, such as 
carpenters, with a common interest in a particular field. At the same 
time it could cooperate with all the other unions, through the AFL, in 
pushing tlie interests of labor in general. 

Another important change was the AFL’s policy of husmess unionism 
instead of political unionism. The AFL leaders believed that the 
Knights of Labor had made a mistake in becoming involved in politics 
—running their own candidates for Congress and state legislatures, 
and making alliances with political groups. Moreover, in their opinion, 
it was not the function of trade unions to change the capitalistic system 
into socialism or any other system. They would get further by accepting 
the capitalistic system, and fighting to get for the workers, here and 
now, better working and living conditions. Instead of organizing its own 
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political party, or aflSliating itself with any party, the AFL has sup¬ 
ported candidates of either major party who proved themselves friendly 
to labor, and has opposed candidates unfriendly to labor, regardless of 
their party labels. 

Not all labor leaders agreed with this policy. When the AFL refused 
to abandon its policy of business unionism, the more radical leaders or¬ 
ganized rival labor organizations such as the Industrial Workers of the 
World (IWW) and the Trade Union Unity League. These radical 
union groups did not build up large followings, but they divided the 
ranks of organized labor. 

A much more serious problem, however, was the systematic opposi¬ 
tion of employers. In 1893, the National Association of Manufacturers 
was organized, and later many other employers’ associations were 
formed. These business groups refused to recognize the right of labor 
to unionize. Open-shop drives, yellow-dog contracts, blacklists, and 
spies were used to keep workers from joining unions. 

Particularly discouraging to labor unions was the aid given by the 
government to the employers. Police and militia protected the rights 
of the employers more effectively than the rights of the workers. The 
courts interpreted the antitrust laws so as to limit the activities of labor 
unions. In the name of law and order, labor leaders were jailed and 
strikes were crushed. 

In view of these obstacles, the accomplishments of the American 
Federation of Labor were notable. Through collective bargaining and 
through legislation, the AFL and its affiliated unions achieved much 
for the workers and for the general public. 

The Decline of Organized Labor, 1920-1933 

During the period from 1920 to 1933, the American labor movement 
seemed to be breaking down. After World War I, there were a series of 
unsuccessful strikes. The depression of 1921-1923 caused many mem¬ 
bers to drop out of the unions. The employers’ associations renewed 
their campaigns to check the growth of the labor movement. The slogan 
‘The American Plan” was used by them to spread the feeling that their 
open-shop campaign was protecting the American people from alien 
ideas. The Communist Revolution in Russia in 1917 made it easy to 
develop “red scares” in this country, and to justify the suppression of 
the civil rights of union members. 

During the second half of the 1920’s many American firms adopted 
the policy of winning their workers away from the ranks of organized 
labor. Company unions were organized and were presented to the 
workers as “industrial democracy.” Wage increases were given. Many 
firms encouraged their employees to buy shares of stock and thus be- 



Les. 69] Development of the American Labor Movement 537 

come “partners” as well as employees. “Welfare capitalism” was thus 
developed to a high degree. Books and pamphlets were written to em¬ 
phasize the idea that labor and management are partners in the sharing 
of the national wealth. Millions of American workers began to feel that 
they no longer needed an organized labor movement. 

A contributory factor in this decline of organized labor was the 
weakness within the labor movement. The AFL was criticized on the 
ground that many union heads no longer acted as aggressive leaders, 
but rather as mediators between the employers and the workers. It was 
also criticized because, until the depression of the 1930’s, it opposed 
proposals for minimum-wage and social-security laws as leading to 
government regulation of labor. Radical groups fought to win the 
workers away from the AFL leadership This division in the ranks of or¬ 
ganized labor was a factor in die loss of some crucial strikes. It also 
made many workers, and the public in general, antagonistic to the la¬ 
bor movement. Doubtless the abuses of labor unions—jurisdictional 
disputes, racketeering in some unions, labor violence—contributed 
toward this antagonism. 

The depression of 1930-1933 almost sealed the doom of labor. Un¬ 
employment was so great that the unions could do little to resist the 
slashing of wages, the increased use of substandard labor, and the 
spread of the open shop. 

The Emergence of the CIO 

As the business world recovered from the depression, unionism also 
recovered. By 1936, the AFL membership was as large as it had been 
in 1920. Because of the terrible conditions of the early 1930’s, labor had 
won the sympathy of the government and of the public. New Deal laws 
established legal recognition of collective bargaining, minimum wages, 
and social insurance. 

Despite this progress, there was dissatisfaction within the AFL. 
Some of its leaders felt that the craft basis of the AFL was out-of-date. 
Mass production had grown to such a degree that the large majority 
of American workers were now semiskilled and unskilled. But the AFL 
had made little attempt to organize the mass-production workers in 
steel, automobiles, rubber, electrical appliances, and other fields. 

Since the unorganized workers were mainly semiskilled and un¬ 
skilled, they could not easily be fitted into the craft unions of the AFL. 
However, there were some industrial unions in the AFL, and it was 
the leaders of these unions who urged the AFL to organize more in¬ 
dustrial unions. Among them were John L. Lewis of the United Mine 
Workers, and Sidney Hillman of the Amalgamated Clothing Workers. 
The AFL was dominated, however, by the craft-union leaders, who 
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were not interested in undertaking such a difficult and costly project. 
Besides, there was still a feeling among some that the craft union was 
the superior type of organization, since the workers in a limited field 
were more closely tied to each other by mutual interests, similar skills, 
and identical standards, unlike the great variety found in an industrial 
union. 

In 1936, finally, the industrial-union minority of the AFL set up the 
Committee for Industrial Organization. They contributed organizers 
and money. When the AFL expelled these unions, in 1937, for having 
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Labor Information Bulletin, November, 1948 

Growth of American Labor Union Membership. For twenty years, up to 1920, 
union membership steadily increased. From 1920 to 1925 it declined. The 
greatest growth came after the passage of the National Labor Relations 
Act in 1935. By 1948 membership had expanded to about four times the 

level in 1935. 

taken this “splitting” action, the CIO was changed into a permanent or¬ 
ganization, a new federation of labor—the Congress of Industrial Or¬ 
ganizations. 

The success of the CIO was phenomenal despite the opposition of 
employers. It made effective use of mass picketing, sit-down strikes 
(until these were declared illegal), and spectacular propaganda, to 
capture the imagination of the workers and the public. The ten unions 
which had started the CIO had had about a million members. In 1937, 
the CIO unions, old and new, had over 3,000,000 members; and in 1950 
they had about 6,000,000. The first president of the CIO was John L. 
Lewis, and he was succeeded in 1940 by Philip Murray. 

The rise of the CIO stung the AFL into action. New industrial unions 
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were organized as rivals of the CIO unions. By 1950 about one-third of 
the organizable workers of the country were enrolled in labor unions; in 
the manufacturing industries, about half. 

The rivalry of the two federations caused numerous jurisdictional 
disputes, the kind of labor dispute which most easily antagonizes public 
opinion. Because of the boom conditions of the 1940’s, this competition 
did not do any serious harm to the labor movement in that period. In a 
depression period, however, employers might play one federation 
against the other, and thereby weaken labor’s position. In lobbying, 
public-relations work, and international conferences, American labor is 
unable to present a united front, and therefore has less influence than 
it might have. 

Achieving unity is not easy. In labor, as in business, there are vested 
interests. A labor leader may have given his years and his energies to 
building up his own organization. He may have become accustomed 
to being the leader, he enjoys the prestige, and, in many cases, he gets a 
reasonably good salary. There is the danger that a merger with a rival 
union will bring new elements into the organization and weaken his 
control. There are also many complex problems of jurisdiction which it 
might take years to work out. The AFL and the CIO also differ in their 
political strategy. The AFL still largely follows the policy of political 
neutrality as between the Republicans and the Democrats. The CIO 
from its beginning has allied itself with the New Deal group in the 
Democratic Party, and has supported that party as the pro-labor party. 
The sentiment for a separate labor party is much stronger in the CIO 
than in the AFL. 

There are many who believe that a unified labor movement would 
not only strengthen the unions but would bring greater stabilit>^ and 
harmony in the relations between labor and management. The hope for 
this unity has been stimulated by the many instances of cooperation be¬ 
tween CIO and AFL unions in political and other activities. 


Exercises and Activities 
I Dictionary of Economic Terms 
business unionism political unionism 

II Questions and Problems 

1) What conditions after the War Between the States led to the 
strengthening of labor unions? 

2) Compare the Knights of Labor, the AFL, and the CIO as to structure 
and policies. 
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3) What have been the major obstacles to the growth of labor unions? 

4) (a) What is the difference between business unionism and political 
unionism? (b) Describe, with examples, the growth of political ac¬ 
tivities in the labor movement. 

5) “The success of the AFL resulted from the fact that it made unionism 
a business rather than a revolutionary movement.” (a) Explain this 
statement, (b) In what ways did this change further the progress of 
the American labor movement? (c) What weaknesses did this 
change eventually produce? 

6) (a) What were the factors which led to the establishment of the 
CIO in the 1930’s? (b) How did the establishment of the CIO affect 
the growth of the AFL? (c) Why has it been difficult for the AFL 
and CIO to unite? 

7) How does the American labor movement now compare with the 
American labor movement after World War I? Explain the reasons 
for the similarities or differences. 

8) What are some of the reasons why the labor movement has been less 
radical in the United States than in Europe? 

Ill TfflNGs To Do 

1) Compare the history of the American labor movement with that of 
Great Britain. Consider such factors as workers' attitudes, employers' 
attitudes, government attitude, proportion of workers organized, 
political activities. 

2) Write a report on one of the major labor leaders. Biographies have 
been written on Gompers, Powderly, Debs, John Mitchell, and John 
L. Lewis. American Labor Leaders by Charles A. Madison (Harper, 
1950) is a recent study of labor leaders. 

3) Read and report on (a) Labor in America, Revised, by Harold U. 
Faulkner and Mark Starr (Harper, 1949). (b) The American Story 
of Industrial and Labor Relations (New York State Joint Legislative 
Committee on Industrial and Labor Conditions, 1943). In a simple 
treatment, this study traces the parallel development of the Ameri¬ 
can economy and of labor-management relations. 
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INTERNATIONAL PROBLEMS 
OF RESOURCE USE 


LESSON 

Political Boundaries and Resource Use 

A newspaper once published an advertisement which featured a pic¬ 
ture of a typical American family in a typical American living room. 
The headline read, “This American living room comes from thirty dif¬ 
ferent countries!” The lady's perfume came from France, the diamond 
in her ring from South Africa, the crocodile leather of her shoes from 
Mexico or India. The desk was made of mahogany from Honduras, 
cross-banded with satin wood from Ceylon; standing on the desk was 
an inkwell of English silver, and the ink contained gallic acid from 
China, Syria, or Turkey. The paint on the walls contained linseed oil 
from Argentina, castor oil from Brazil, tung oil from China, pigment 
from Belgium, Spain, or France, and natural resins from all over the 
world. The telephone on the table contained eighteen materials from 
foreign countries. But it would take too long to complete this analysis. 

Had the title of the above advertisement been, “This living room 
comes from 30 different states,” it would have attracted little attenion. 
But the average American still is not certain as to whether it is good or 
bad that his standard of living depends so much upon the rest of the 
world. He has no difficulty in thinking about the United States of Amer¬ 
ica as an economic unit. But suppose there were no U.S.A.—merely 
forty-eight independent nations, suspicious and afraid of one another. 
Would the people of Minnesota feel it wise to export all their iron ore 
to steel mills in Illinois, Ohio, and other nearby “countries,” or would 
they feel it necessary to create their own steel industry? Could Iowa 
afford to devote itself so much to raising corn or hogs, or would it have 
to develop strategic industries for possible use in war? Would Massa¬ 
chusetts and Rhode Island allow the importation of textiles from the 
lower-wage mills of South Carolina and Georgia? Would the dairy 
farmers of New York demand tariff protection from the competition of 
dairy farmers of other states? 

To the geographer, political boundaries are a handicap. When he 
looks at the map of Europe, he sees a great plain stretching from the 
center of France through Belgium, Holland, northern Germany, and 
Poland, into the central part of the Soviet Union. He regards as a single 
industrial region the coal mines of the Ruhr valley and Eastern Bel¬ 
gium, and the iron mines of Lorraine. From his viewpoint, it is wrong 
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that the waterfalls of the Italian mountains should be separated from 
the French valleys which need hydroelectric power. 

For the geographer the basic fact is that nature created but one 
world, in which it distributed fertile land and minerals in a variety of 
quantities and qualities. By means of migrations, wars, and treaties, 
man has superimposed upon nature s “one world” many different po¬ 
litical divisions, with only casual regard for the natural geographic divi¬ 
sions. These political divisions have created the problems of interna¬ 
tional trade. 

Factors Influencing Geographic Specialization 

International trade is an extension of domestic trade to a wider area. 
Businessmen prefer to buy goods wherever they can get the best 
values, considering price and quality. For some parts of New England 
it is cheaper to use coal shipped by water from Nova Scotia in Canada, 
than coal shipped by rail from Pennsylvania. Businessmen also search 
for markets wherever possible. American textile manufacturers com¬ 
pete with those of Germany, Great Britain, and Japan for business in 
Latin America and Asia. 

The growth of trade between one area and another has been fur¬ 
thered by geographic specialization (or geographic division of labor, 
or localization of industries) . This means the tendency of an area to 
specialize in producing those goods and services from which it can 
make the largest amount of profit. Specialization is, however, a relative 
term; it does not mean that a region devotes itself exclusively to one 
product. The cotton country of the South also raises corn, hogs, peanuts, 
and other products. Brazil is known for its coffee, but it also grows cot¬ 
ton, raises cattle, and manufactures steel. 

Geographic specialization takes place mainly because of the uneven 
distribution of natural resources throughout the world. Our South has 
been the greatest cotton-growing region of the world, because it has 
the proper combination of soil, rainfall, and growing season. The high¬ 
lands of Brazil have the physical conditions suitable for the growing 
of coffee beans. The Mesabi Range in Minnesota has rich deposits of 
high-quality iron ore close to the surface, and is conveniently located 
for cheap transportation. 

Another important factor is the development of specialized skills, 
often over many centuries. This accounts for the Wedgwood dishes 
made in England, Jensen silver jewelry in Denmark, champagne and 
silk gloves in France, painted screens in Japan, and fine glassware in 
Czechoslovakia. In this country. New England prides itself on its large 
supply of skilled labor, with which it turns out superior grades of 
hardware, textiles, paper, tools and dies, and watches. 
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Numerous other factors contribute to geographic specialization. The 
northern parts of Ohio, Indiana, and Illinois, along the Great Lakes, 
have become the chief steel-producing center of this country, because 
this area is located between the coal mines of Pennsylvania, West Vir¬ 
ginia, Ohio, and Kentucky, and the Mesabi iron mines; and because the 
Middle West is a big market for farm machines. The region near Ni¬ 
agara Falls is a good place for industries needing cheap electric power, 
as does the aluminum industry, for example. The farmers in New Eng¬ 
land, New York, New Jersey, Michigan, Wisconsin, and other indus¬ 
trialized regions have found it profitable to become dairy and vegetable 
farmers because the many nearby cities furnish a ready market for these 
products. 

Each part of the world has tended to specialize because it is usually 
more profitable to specialize than to try to be self-sufficient. This is 
true for the individual; it is also true for a city, region, nation, or con¬ 
tinent. For the world as a whole, the value of specialization is that 
goods are produced in large amounts at the lowest possible cost. This 
can be done because production is carried on by those workers, with 
those materials, and in those places best fitted for the production of 
that particular product. It would be possible to produce silk in the 
United States; but it requires a great deal of hand labor. It is therefore 
cheaper for American businessmen to buy silk from Japan, where labor 
is much cheaper. American manufacturers concentrate on producing 
automobiles, machinery, and other goods which they can produce most 
cheaply because of superior technology, despite the higher cost of 
American labor. Latin-American countries could produce their own 
machinery; but it is economical for them to buy machinery from other 
countries, and to specialize in the production of raw materials and 
foods. 

The wider the area in which specialization is practiced, the greater 
the benefits. This is one of the main reasons for the extraordinary eco¬ 
nomic development of the United States. The United States Constitu¬ 
tion places control of interstate commerce in the federal government. 
American businessmen therefore have a large domestic market of 
about 150,000,000 people, with no tariflFs on interstate commerce. Each 
region of the United States has devoted itself mainly to those economic 
activities for which it is best fitted by its resources, location, and man¬ 
power. 

To a lesser extent this has been true of the world as a whole. Despite 
political boundaries and tariflF walls, the profitableness of world trade 
has stimulated geographic specialization throughout the world. The 
iron ores of Lorraine have been used by the steel mills of both Germany 
and France, regardless of whether Lorraine belonged to Germany or to 
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makes the continuation of that wealth dependent largely on the con¬ 
tinuation of good prices for a single product or a limited number of 
products. 

Realizing this fact, Southern farmers have gradually moved away 
from specialization. With the aid of government experts, they have di¬ 
versified their crops. More and more capital is being invested in the de¬ 
velopment of Southern manufacturing industries—textiles, paper, rub¬ 
ber tires, steel, and others. 

Other parts of the world, too, have discovered the dangers of special¬ 
ization. During the 1930’s, Argentina found that the market for its 
wheat, meats, and hides was shrinking; and Brazil was faced with 
overproduction of coffee. The manufacturers of Great Britain found it 
increasingly difficult to meet the competition of American, German, and 
Japanese manufacturers in the markets of Latin America, Asia, and 
Europe. The decline in income forced these countries to reduce their 
imports. They had to begin to produce at home some of the goods they 
had been accustomed to buying abroad—or do without. Thus began a 
trend away from specialization and economic interdependence toward 
diversification and economic independence. 

The danger of the second assumption about specialization—the 
availability of goods—is most apparent in wartime. In the 1930’s, the 
possibility of war was so great that nations generally desired self- 
sufficiency. The outstanding examples were Germany and Italy. They 
encouraged the growth of population in order to have an ample supply 
of labor. Their scientists worked overtime to develop ersatz materials; 
synthetic substitutes for materials which they previously had purchased 
abroad. Rubber and gasoline, for example, were produced from coal, 
and synthetic foodstuffs from waste materials. Special subsidies were 
paid by the government to exporters, so that they could get rid of sur¬ 
plus goods in foreign markets; these exports would supply funds with 
which to import materials needed for production. The importation of 
luxuries and other goods not vital to the country’s indusbies was cut 
down. In view of the costs involved, as well as the deprivations, the 
effect was a lowering of the standard of living of the people in order to 
gain a greater degree of self-sufficiency. 

Autarchy is a policy whereby a nation strives to be completely self- 
suflBcient within the area which it controls. The emphasis on self- 
sufficiency is part of the growth of a spirit of nationalism, and is in 
contradiction to the spirit of internationalism. The nationalist wants 
his nation to be economically independent of the rest of the world. The 
internationalist views the nations of the world as interdependent, 
sharing the resources of the world for their mutual benefit. 
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Imperialism 

Another way for a nation to achieve self-sufficiency has been followed 
through the ages— imperialism. Imperialism is the attempt by a nation 
to expand its area of control. This may be accomplished through such 
methods as conquest and annexation, settlement in uninhabited areas, 
or establishment of spheres of influence. A sphere of influence is an 
area (a whole nation, a part of a nation, or a group of nations) in which 
the political and economic activities are controlled by an outside na¬ 
tion. Since there are few uninhabited areas left in the world, and con¬ 
quest is difficult and costly, the establishment of a sphere of influence 
is now perhaps the most important method of achieving imperialistic 
control. 

We have had numerous examples of spheres of influence. From the 
middle of the nineteenth century to the 1930’s, the Yangtse valley of 
China was regarded as a British sphere of influence. The Caribbean 
area is considered our country’s sphere of influence. The “satellites” of 
the Soviet Union are a Soviet sphere of influence, while much of the 
Near East is a British sphere of influence. 

There are varying degrees of control over the sphere of influence. 
The controlling power may dictate who shall hold ofiice, and what do¬ 
mestic and international policies shall be followed. In some cases the 
outside power does not interfere in the political life of the sphere of in¬ 
fluence; it merely makes sure that favorable conditions are created for 
the economic advancement of the controlling power and its citizens. 
Arrangements are made for the development of the natural resources 
and industries of the sphere of influence, with capital invested by the 
outside power, or by citizens of the outside power. Special trade and 
tariff arrangements are made, which enable the businessmen of the 
outside power to undersell the businessmen of other nations, or to mo¬ 
nopolize the market, in the sphere of influence. Loans may be made to 
the “dependent” power by the outside power, which can then use its 
position of creditor as a means of bringing pressure upon the sphere of 
influence. 

Undoubtedly imperialistic expansion has speeded up the world’s in¬ 
dustrial and commercial progress. The farm lands, the mines, and the 
jungles in all parts of the world have been brought rapidly into use, 
because imperialistic control created profit-making opportunities for 
the businessmen of the imperialistic countries. Along with economic 
progress have come improvements in communication and transporta¬ 
tion, education, sanitation, and government. 

There are grave doubts, nevertheless, about the value of imperialism. 
Tlie cost of conquering and controlling areas has, over the centuries, 
been stupendous. It is hard to say whether the imperialistic nations 
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have gained enough financially for their people as a whole to compen¬ 
sate for the cost of providing profits for their businessmen. It is argued 
that the “backward areas” would eventually have been developed 
without the costly methods of imperialism—more slowly, but inev¬ 
itably. Although imperialism has brought progress to the backward 
areas of the world, the people of those areas have not shared in this 
progress equally with the people of the imperialist nations. Native la¬ 
bor—labor supplied by the natives in controlled areas—^has been used 
as cheap labor, to enrich those who have obtained control of the re¬ 
sources of the backward areas. Perhaps the most important charge 
made against imperialism is that it has been the chief reason for wars. 

In 1941, the world accepted the Atlantic Charter as an expression of 
hope that a new path might be found to peace and security. One of 
the promises in the Charter was that the signers “will endeavor, with 
due respect for their existing obligations, to further the enjoyment by 
all states, great or small, victor or vanquished, of access, on equal terms, 
to the trade and tf) the raw materials of the world which are needed 
for their economic prosperity.” 


Exercises and Activities 
I Dictionary of Economic Terms 

autarchy imperialism 

geographic specialization sphere of influence 

II Questions and Problems 

1) Explain how geographic specialization is the result of natural and 
human differences. Give some examples. 

2) (a) What are some of the benefits of geographic specialization? (b) 
What problems are created by geographic specialization? 

3) In what ways has the United States offered examples of both the 
benefits and the dangers of geographic specialization? 

4) Match the following places with their specialties (refer to a geog¬ 
raphy textbook if you need help): 


place 

Amsterdam (Netherlands) 

Chicago 

Malaya 

Czechoslovakia 
New York City 
Niagara Falls 
Gulf Coast 
Switzerland 
Great Britain 
California 


specialty 
watches 
cheap shoes 
meat packing 
tin 

clothing manufacture 
diamond cutting 
aluminum goods 
semitropical fruit 
rice growing 
shipbuilding 
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5) (a) What economic benefits would dev^elop if all North America 
were under one government? (b) What are the barriers to this eco¬ 
nomic unity? 

6) (a) Why have nations emphasized self-sufficiency? (b) How has 
the world been aflFected by the attempts to achieve self-sufficiency? 

7) Mankind has divided nature’s “one world” into dozens of nations, 
(a) What have been the benefits of dividing the world into many 
nations? (b) What have been the disadvantages? 

8) (a) Describe and illustrate the benefits of imperialism, (b) Describe 
and illustrate the evils of imperialism, (c) Which do you think have 
been greater—the benefits or the evils? 

Ill Things To Do 

1) Make a check list of how one day in your life is affected by inter¬ 
national trade. 

2) Write a brief essay comparing autarchy in the 20th century with 
mercantilism in the 18th century. 

3) Write an essay on the question, “Is imperialism coming to an end”? 
Give evidence for your opinion. 


LESS OX 



INTERNATIONAL TRADE 
RELATIONSHIPS 


Visible and Invisible Exports and Imports 

One of the reasons that the people of Switzerland have been well- 
to-do has been their ability to “export the Alps” to all parts of the world. 
The Alps are still where they always have been. But, over many gen¬ 
erations, millions of people have paid billions of dollars to Swiss rail¬ 
roads, inns, and stores in order to enjoy the scenery, mountain-climbing, 
and winter sports in the Alps. These tourist expenditures, like foreign¬ 
ers’ purchases of their watches and chocolates, have enriched the Swiss 
people. 

When Americans buy the services of other countries for business trips 
and vacations, they are “importing.” Payments flow from the United 
States to these other countries in the same way as when businessmen in 
this country buy merchandise from these countries. When foreigners 
buy services from this country, we are “exporting.” Payments flow into 
this country in the same way as when American merchandise is sold to 
other countries. 

An export is any transaction which entitles someone in the exporting 
country to a payment from someone in another country. An import is 
any transaction which requires a payment by someone in the importing 
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country to someone in another country. Obviously, all American im¬ 
ports are the exports of people in other countries, and all American ex¬ 
ports are the imports of people in other countries. Visible exports and 
visible imports are sales and purchases, respectively, of goods. Invisible 
exports and invisible imports are sales and purchases, respectively, of 
services. 

The following table shows the chief kinds of visible and invisible ex¬ 
ports and imports. It lists the items from the viewpoint of this country. 
This table is called the balance of payments, because it is a list of the 
various items which cause payments to flow in and out of this country. 
The expression balance of trade is used to compare only visible exports 
and visible imports. A favorable balance of trade means that visible 
exports are greater than visible imports. The words “favorable” and 
“unfavorable” do not mean “good” and “bad”; they merely show the 
proportions of visible exports and imports to each other. The use of 
these terms originated in the days when a favorable balance of trade 
was considered necessary to the welfare of a country. 


Balance of International Payments of the United States 


Exports (Paymetifs In) 

VISIBLE 

Sales of merchandise to people in 
other countries 

INVISIBLE 

Expenditures of foreign travelers in 
the United States 

Payments from foreign countries to 
American firms for shipping, insur¬ 
ance, banking services, use of patents 
and copyrights, etc. 

Investments by foreigners in Ameri¬ 
can businesses or in securities of 
American governments 

Interest and dividend payments to 
Americans by foreign corporations 
and governments 


Imports {Payments Out) 

VISIBLE 

Purchases of merchandise from peo¬ 
ple in other countries 

INVISIBLE 

Expenditures of Americans traveling 
in other countries 

Payments to foreign companies for 
shipping, insurance, banking serv¬ 
ices, use of patents and copyrights, 
etc. 

Investments by Americans in foreign 
businesses or in securities of foreign 
governments 

Interest and dividend payments by 
American firms to foreign investors 

Loans by the American government 
to foreign countries 

Remittances by Americans to rela¬ 
tives and charitable causes in foreign 
countries 
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In all countries the visible exports and imports constitute the major 
part of the balance of payments. But for some countries the invisible 
items are also important. The income from the shipping industry has 
been important to countries like Great Britain, France, Norway, Ger- 
majiy, and Japan. During the 19th and 20th centuries, the wealthy citi¬ 
zens and corporations of Great Britain, France, Germany, Holland, the 
United States, and other countries made investments in businesses and 
government bonds in all parts of the world. The dividends and interest 
received on these investments increased the national incomes of the 
investors’ countries. 

The significance of invisible items in international trade is no differ¬ 
ent from their significance in domestic trade. A large proportion of the 
people in any country make their living by selling services rather than 
goods—for example, professional people and those working in insur¬ 
ance companies, banks, transportation companies, and hotels. Some 
regions and cities in this country receive a very important part of 
their income from tourist expenditures—Florida, California, New Eng¬ 
land, and New York City, for example. As far as the standard of living 
is concerned, it does not matter whether income is derived from selling 
goods or selling services, from domestic trade or from foreign trade. 

The Importance of Foreign Trade to the United States 

Suppose it became necessary for the United States to shut itself off 
completely from the rest of the world—what would be the effect on 
profits, employment, and standards of living in this country? 

It should be noted, first, that this country’s foreign trade (exports 
and imports) constitutes only about 10 percent of its total business. It 
would seem that the United States could get along without this seem¬ 
ingly small amount of foreign trade. This 10 percent is, however, an av¬ 
erage, which hides important facts about specific industries. The figures 
in the table on page 553 show, by a few examples, how important some 
exports have been to the American people. For example, the prosperity 
of the entire South is dependent on the exports of cotton. 

The table shows that a closing of foreign markets to American ex¬ 
ports might have disastrous effects on the American business system— 
unless the domestic market could be enlarged suflBciently to absorb all 
the products which are now sold abroad. 

The United States is dependent on foreign countries also for imports. 
Elimination of imports would deprive American business of tin, nickel, 
manganese, and other raw materials which are indispensable for our 
manufacturing industries. It would also deprive American consumers of 
some of the comforts and luxuries which have become part of their 
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standard of living. Any effort to develop here the handicraft industries 
of other parts of the world would be hindered by the higher cost of 
American labor. At the same time, giving up export markets would re¬ 
duce the volume of sales for many American industries, and would 
therefore tend to increase their overhead cost per unit. Self-suflBciency 
is apparently possible only with a lower standard of living. 

Percentage of Production Exported* 

Percent Exported Manufactures Percent Exported 
44 Patent leather 69 

36 Linseed oil 44 

33 Electrical apparatus 32 

28 Lubricating oil 31 




Aircraft and parts 

27 



Office machinery 

23 

Foodstuffs 

Percent Exported 

Mining machinery 

19 

Prunes 

42 

Radio apparatus 

12 

Canned fruit salad 

35 

Automobiles 

8 

Canned sardines 

29 




* Adapted from data of U.S. Department of Commerce for 1935-1937, 


Invisible exports and imports also mean much to the United States. 
For example, at the beginning of 1948, American citizens had nearly 17 
billion dollars invested in foreign countries, and the United States gov¬ 
ernment had about 12 billion dollars invested in foreign countries and 
international agencies. Foreign governments and individuals had in¬ 
vestments amounting to over 16 billion dollars in this country. 

American self-suflRciency would also have a serious effect on the rest 
of the world. The United States now is the key country in the economic 
system of the world. Even before World War II, the United States was 
producing over one-fourth of all the goods produced in the world, and 
the proportion in 1950 was probably one-third.^ The United States is 
now the leading exporter of merchandise; this means that the rest of 
the world depends on this country for these goods. The American peo¬ 
ple are also, with the possible exception of the British, the leading im¬ 
porters of merchandise; the rest of the world depends on the United 
States as a market for a large proportion of their goods. 

Changing Trends in American Foreign Trade 

The position of the United States in the economic system of the world 
has changed greatly during the past half-century. Our exports of food- 

^ Twentieth Century Fund, Americas Needs and Resources, 1947, p. 512. 


Raw Materials 
Cotton 
Leaf tobacco 
Copper 
Sulphur 
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stuflFs and raw materials are larger in amount, but they constitute a 
smaller percentage of our total exports than at the beginning of this 
century. The leading exports are machinery, cotton and cotton manu¬ 
factures, petroleum and petroleum products, automobiles and automo¬ 
bile parts, iron and steel products, tobacco, and fruits and nuts. 

As a result of the expansion of its manufacturing industries, the 
United States imports mainly raw materials, semi-finished goods, and 
foodstuflFs. Manufactured goods comprise only about one-fifth of our 



IMPORTS 


1851-1860 

1936-1940 


Crude Materials 


Manufactured and 
Semi-Manufactured Goods 


Chort by GRAPHICS INSTITUTE, N. Y. 


In the ten years prior to the War Between the States, crude materials made 
up 68% of exports, and manufactures 32%. On the other hand, only 
21 % of imports were crude materials, while 79% were manufactured. In 
the five-year period before our entry into World War II, the picture was 
different; 77% of exports were manufactured goods, and almost half of all 
imports were crude materials. 


total imports. The leading imports are wood and paper products, rub¬ 
ber, sugar, coffee, wool and cotton products, hides and furs, copper and 
tin, raw silk, and vegetable oils and fats. 

The changes which have occurred in our exports and imports over 
the past hundred years are shown in the graph above. 

A change has also taken place in the direction of American foreign 
trade. A hundred years ago two-thirds of our exports went to Europe, 
and about the same proportion of our imports came from that continent. 
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Now, with the change in the types of goods exported and imported, al¬ 
most two-thirds of our exports normally go to Canada, Latin America, 
and Asia, and almost three-quarters of our imports come from these 
parts of the world. Europe has continued, however, to be this country’s 
chief export market for agricultural goods. 

Before World War II upset the normal patterns of international trade, 
invisible exports and imports had become about one-fourth of this 
country’s balance of payments. 

Here, again, there has been a radical change in the American econ¬ 
omy. During the 19th century, the United States, as a pioneer country, 
was a debtor country; that is, American business firms and the American 
government owed more to foreign investors than foreign business firms 
and governments owed to American in\ estors. Canals, railroads, and 
factories were built in this country largely with capital from abroad. By 
the 1880’s the expansion of American industry had created so much 
wealth in this country that Americans were beginning to invest money 
in foreign business enterprises, especially in Latin America. In 1913, 
however, American investments abroad weie still much smaller than 
foreign investments in this country. 

As a result of World War I, the United States became a creditor 
country; that is, foreign governments and business firms owed more to 
American individuals, business firms, and governments than American 
business firms and governments owed to foreign investors. This change 
resulted from the fact that the military operations of the Allies in World 
War I and the postwar recovery of Europe in the 1920’s were largely 
financed with capital supplied by the American government and by 
American banks, business firms, and individual investors. In addition, 
American funds have financed much of the industrial development of 
Canada and Latin-America in the last thirty years. The fact that the 
United States is a creditor nation means that the flow of interest and 
dividend payments to American creditors from foreign debtors is 
greater than the flow of such payments from American debtors to for¬ 
eign creditors. 

International Economic Interdependence 

There are three main types of countries, as far as international trade 
is concerned: (1) countries which are highly industrialized and which 
have reasonably adequate resources; (2) countries which are highly 
industrialized, but which are largely dependent on other countries for 
foodstuffs and raw materials; (3) countries which are primarily pro¬ 
ducers of foodstuffs and minerals, and are not highly industrialized. Ex¬ 
amples of these types are as follows; 
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Group 1: Highly 
industrialized, ivith 
adequate resources 

United States 
Soviet Union 


Group 2: Highly 
industrialized, with 
inadequate resources 

Great Britain 
Germany 
Japan 
Belgium 


Group 3: Producer 
of agricultural 
and mineral products 

Argentina 
Ganada 
Australia 
Brazil 
East Indies 


These three kinds of countries are closely intertwined. The countries 
in Group 2 cannot operate their manufacturing industries without food¬ 
stuffs and raw materials from the countries in Groups 1 and 3. The 
countries in Group 3 depend on the countries in Groups 1 and 2 for 

PERCENTAGE OF NATIONAL INCOME 
Percent QUE jQ FOREIGN TRADE "1929 



///X/// ✓///// 

The relative self-sufficiency of the United States is indicated by the fact that 
it is the only country shown here in which imports and exports contributed 
less than 10% of national income. Also interesting is the fact that the United 
States was the only country in which exports contributed a greater per¬ 
centage than imports. (Data from Twentieth Century Fund) 


markets, and for manufactured goods. The countries in Groups 1 and 2 
depend on each other as well as on the countries in Group 3, for markets 
for their surplus manufactured goods. 

The chart above shows that foreign trade varies in importance from 
one country to another, and that for many European countries it repre¬ 
sents a very important part of the national income. It also makes clear 
that the prosperity of the world depends on the free flow of goods and 
services. 
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Exercises and Activities 
I Dictionary of Economic Terms 


balance of pay¬ 
ments 

creditor country 
debtor country 
export 


favorable balance of 
trade 
import 

invisible export 
invisible import 


unfavorable balance of 
trade 

visible export 
visible import 


II Questions and Problems 

1) What are invisible exports and imports? Give three examples of in¬ 
visible imports to the United States and three examples of invisible 
exports from the United States. 

2) In each of the following cases, indicate whether the transaction is 
an export or import (for the United States), and whether it is visi¬ 
ble or invisible: (a) An American businessman ships some textiles 
to Venezuela, (b) An American firm buys tin from Malaya, (c) An 
American takes a vacation in Canada, (d) A British businessman 
takes a business trip through the United States, (e) A Frenchman 
buys some shares in an American corporation, (f) The United States 
Export-Import Bank makes a loan to the government of Italy, (g) 
The American Red Cross ships some supplies for relief work in a 
flooded area of China. 

3) The United States has been urged to follow’ a policy of developing 
an unfavorable balance of trade, (a) How could such a policy be 
carried out? (b) How would the world benefit from this develop¬ 
ment? (c) What objections might there be to such a policy? 

4) (a) Explain how the countries in the three groups listed in the table 
on page 556 are interdependent, (b) “The interdependence of the 
nations of the world is similar to the interdependence of the various 
sections of the United States.” Explain this statement. 

5) The late Professor Charles A. Beard wrote several books urging this 
country to adopt a policy of self-suflBciency. Summarize the opinions 
which might be expressed about such a policy by each of the follow¬ 
ing: (a) a manufacturer of automobiles, (b) a worker in a shoe 
factory, (c) a cotton farmer, (d) a sheep rancher. 

6) (a) Explain why Great Britain was the chief creditor country of 
the world during the 19th century, (b) Give the reasons why the 
United States changed from a debtor to a creditor country. 


Ill TfflNGS To Do 

1) By consulting books in history, report on how each of the following 
influenced American trade policy: (a) Hamilton’s Report on Manu¬ 
factures, (b) Clay’s “American System,” (c) Hay’s Open-Door 
Policy. 
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2) Read and summarize the graphic material on our foreign trade, in 
U.S.A.: Measure of a Nation (Twentieth Century Fund, 1949) 
Chapter 18. 


LESSON 72 


PAYMENTS IN INTER¬ 
NATIONAL TRADE 


Checks, Drafts, and Bank Balances 

The entire system of pa)'ments in the business world is the shifting 
of bank balances from debtors to creditors, by the use of checks and 
other credit instruments. When Mr. Smith in New York City sends a 
check to Mr. Jones in Chicago, the final result is that Mr. Smith’s bank 
balance is decreased and Mr. Jones’ bank balance is increased. 

Suppose that you li\’e in Detroit, Michigan, but you are staying in 
Atlanta, Georgia. You would like to cash a check, but nobody in Atlanta 
knows you. You may have forestalled this difficulty, however, by having 
brought with you a tellers check, or cashiers check, or hank draft. 
These are different names for a check drawn by a bank against its own 
account in another bank. Many banks maintain deposit accounts in 
banks in other cities, in oi der to make easier the use of bank drafts for 
payments from one part of the country to another. Some banks maintain 
such accounts with banks in other countries, too, in order to handle 
international payments. A bank which holds deposits of other banks 
and which performs various services for these other banks is often 
referred to as a correspondent bank. 

If you have a $100 teller’s check from the Detroit bank, drawn on its 
correspondent bank in Atlanta, you can use it in the same way as you 
would your personal check. You may cash it at the bank in Atlanta, or 
with anyone else who is willing to accommodate you. In any case, it 
goes through the usual clearing process, and returns to the Detroit 
bank as a canceled check. The net result is as follows: (1) In Detroit 
you paid out $100, plus a service fee, and have that much less in cash, 
or in your bank account. (2) The Detroit bank has received from you 
$100, plus the service fee, but its balance in the Atlanta bank has been 
reduced by $100. (3) The Atlanta bank has paid out $100, but owes the 
Detroit bank $100 less. 

The problem of arranging a payment between two parties in differ¬ 
ent places, with no easy means of payment from one to the other, is 
solved by means of the bank draft. The payment is made by arranging 
a transfer of bank balances. The Detroit bank, by selling you its teller’s 
check for $100, really sold you $100 of its balance in the Atlanta bank. 
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In the American business world the use of bank drafts is exceptional 
because the use of checks is so widespread. It is a great advantage to 
American businessmen to have 150 million people under one govern¬ 
ment, with a stable money and banking system, and fairly uniform 
business laws. As a result of such factors, the risk of extending credit 
and accepting checks is relatively small. 

In foreign trade there is no “one-world” economic system. The long 
distances, differences in government and money and banking systems, 
and other such factors make it difficult for business to be carried on as 
simply and safely as within a country. Bank drafts of various kinds are 
used, therefore, in making payments between countries.’^ The large 
commercial banks of every country have correspondent banks in the 
large cities of most other countries. A few very large banks have their 
own branches in the main cities of foreign countries. Through the cor¬ 
respondent banks, or through the branches, international payments 
are made with bank drafts. 

The Supply of, and Demand for. Foreign Exchange 

When a bank has deposit balances in the banks of other countries, it 
can sell drafts against these balances to individuals and business firms 
who wish to send payments to the other countries. Drafts drawn against 
bank balances in foreign countries are referred to as foreign exchange. 
When the bank offers to sell drafts against foreign balances, it creates a 
supply of foreign exchange. If it offers drafts against its balances in 
British banks, it is creating a supply of pounds (or “sterling”). If it 
offers drafts against balances in German banks, it is supplying marks. If 
a French bank offers drafts on its balances in American banks, it is 
creating a supply of dollar exchange. 

When individuals and business firms seek to buy drafts on bank bal¬ 
ances in foreign countries, they create a demand for foreign exchange. 
If an American firm wishes to pay a bill to a Mexican exporter, there is 
a demand for Mexican pesos. If an Italian firm has to repay a debt to 
an American bank, there is a demand for dollars. 

When a businessman speaks of buying foreign exchange, he means 
that he is paying a bank in his country to make a payment for him 
from that bank’s account in a foreign country. When a bank speaks of 
selling foreign exchange, it means that it is allowing its customers to 
use the bank’s foreign balances to make payments. By means of such 
transactions, an American importer of French wines pays dollars to 
his bank, and the French exporter receives francs from his bank. For- 

^ The description of the use of drafts, or bills of exchange, in international trade 
has been very much simplified. The form of document used does not make any 
difference for our purpose, since the basic principle is the same in all cases. 
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eign buyers of American goods pay their banks pounds, pesos, or francs; 
and the American exporters get dollars. 


The Uses of Drafts for International Payments 
An American exporter, for example, sells some typewriters to a 
British firm. The payment is likely to be made in either of the following 
ways: 


First method 

1. The British firm buys a draft 
from its bank drawn on the latter’s 
correspondent bank in America. The 
British bank charges the firm’s de¬ 
posit account for the amount of the 
draft, plus service fees. 

2. The British firm sends the draft to 
the American seller, who deposits the 
draft in his own bank. The bank 
credits the seller’s account, minus a 
service fee. 

3. The American seller’s bank sends 
the draft to the British bank’s cor¬ 
respondent bank in this country, 
which charges the British bank’s ac¬ 
count for the amount of the draft, 
plus service charge. 


Second method 

1. The American seller makes out a 
draft against the British buyer, and 
turns it over to his bank. 

2. The seller’s bank sends the draft 
to a correspondent bank in New 
York City, which sends the draft 
to its correspondent bank in London. 

3. The London bank collects the 
amount of the draft, plus service fee, 
from the British buyer, and then 
credits the deposit account of its 
correspondent bank in New’ York. 

4. The correspondent bank in New 
York credits the account of the 
seller’s bank for the amount of the 
draft, minus service fee. 

5. The seller’s bank credits the 
seller’s account for the amount of 
the draft, minus service fee. 


Whichever of these methods is used, the financial effect is the same. 
In the first method the British banks balance in its New York cor¬ 
respondent bank is reduced by the amount of the transaction; the 
American bank owes that much less to the British bank. In the second 
method, the American bank’s balance in its London correspondent bank 
is increased by the amount of the transaction; the British bank owes 
that much more to the American bank. The effect of payments between 
two countries is illustrated in the diagram on page 561. 

From these cases illustrating international payments, we can make 
the following generalizations as to the financial effects of foreign trade. 

Any payment by a person in Country "A” to a person in Country "B*^ 
affects the bank balances of the two countries in either of the following 
ways: 

1. the deposit balances which the banks in Country "A” have in the 
banks of Country “B” are reduced; or 

2. the deposit balances which the banks of Country “B” have in the 
banks of Country “A” are increased. 
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FOREIGN PAYMENTS ARE MADE BY SHIFTING BANK BALANCES 

USA lANK 


USA BANKS HOLD DEPOSITS 
OF FOREIGN BANKS 


§ 

M 


FOREIGN BANKS HOLD DEPOSITS 
OF USA BANKS 


THE USA SELLER MAY ORDER THE BUYER TO PAY. 

USA BANK 



OR THE FOREIGN BUYER MAY ORDER 
HIS BANK TO PAY THE SELLER... 



When a seller in the United States orders a British buyer to pay and receives 
payment from a United States bank, that bank’s sterling balance is increased. 
When the British buyer orders his bank to pay, the effect is to reduce the 
British bank's supply of “dollar exchange” directly. 


Every payment from Country “A” to Country "B” is the result of an 
export, visible or invisible, from Country “B” to Country "A”; which is 
the same thing as saying, an import, visible or invisible, by Country 
“A" from Country "B.” We can, therefore, say that, whenever goods or 
services are exported from one country to another, the eflFect is either 
(1) an increase in the exporting country's supply of foreign exchange, 
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or (2) an increase in the importing country’s demand for foreign ex¬ 
change. 

The Balance of Payments 

If a country’s imports, visible and invisible, exceed the exports, visible 
and invisible, for any length of time, the banks of that country use up 
their bank balances in foreign countries. The country is then short of 
foreign exchange, and its inhabitants find it difficult to make payments 
to other countries. The country is in the same position as the business¬ 
man who has withdrawn all the money in his bank account. He cannot 
draw any more checks until he has rebuilt his balance. He has to stop 
buying goods and services and cannot pay his debts; unless he can get 
credit from his suppliers, or borrow from a bank, or has some cash out¬ 
side of his bank account. The country with no foreign balances has to 
meet the situation in similar ways. Its businessmen have to cut down 
their imports of goods and services, and have to postpone paying their 
debts to foreign creditors. The government, or the banks and business 
firms, may borrow funds from the banks or governments of other coun¬ 
tries, to restore their balances in foreign banks. As a last resort, they 
may use gold, instead of credit instruments, to pay for imports. 

If a country’s exports, visible and invisible, continuously e.xceed its 
imports, visible and invisible, then its bank balances in other countries 
steadily increase. This means, however, that the bank balances of the 
other countries shrink correspondingly. If the country with the export 
surplus is an important one, such as the United States, the efiect may be 
to hinder foreign trade seriously. The other countries find themselves 
short of foreign exchange—in this case, dollars—and ha\'e difficulty in 
making foreign payments. They may have to cut down on imports or 
send gold to the country with the export surplus; unless the latter is 
willing to lend them money with which to buy. Such an unbalanced 
situation has existed in world trade since World War I. As a result, 
there have been abnormal gold flows, mainly to the United States. 
Drastic programs for curbing imports have been adopted by many 
countries. The United States has found it necessary to help other coun¬ 
tries financially, in order that the people of these countries might buy 
American products. 

A necessary condition for stable world trade, therefore, is that at 
least the important nations have adequate supplies of foreign exchange 
with which to make foreign payments. Each nation relies upon its visi¬ 
ble and invisible exports to create an adequate supply of foreign ex¬ 
change and thus to pay for the visible and invisible imports. For each 
nation there should be a balance between its outflow of payments and 
its inflow of payments, between its supply of, and demand for, foreign 
exchange. 
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This does not mean, however, that this balance of payments must 
exist between each two countries. There must be a balance, for each 
country, between the outflow of funds to all other countries together, 
and the inflow of funds from all other countries together. British firms, 
for example, may import more from Argentina than they sell to Argen¬ 
tina. At the same time, the British may sell more to Rumania than they 
buy from that country. The British government may have to make pay¬ 
ments to the American government on a loan; but British investors are 
collecting interest and dividends from many countries. The balancing 
of payments is multilateral, or many-sided; not bilateral, or two-sided. 

This multilateral balancing of payments in international trade did 
not, however, work normally after World War II; because there was an 
unusually large demand for American dollars. World trade was un¬ 
balanced by this shortage of dollars. 


Exercises and Activities 
I Dictionary of Economic Terms 

bank draft correspondent bank foreign exchange 

II Questions and Problems 

1) “In modern business, whether domestic or international, payments 
are made chiefly through the shifting of bank balances.” Explain 
this statement. 

2) In each of the following cases, describe how the payment might be 
made. Show the effect on supply of, and demand for, foreign ex¬ 
change, and on bank balances, (a) A Brazilian firm pays for tractors 
bought from an American exporter, (b) An American importer pays 
for watches bought in Switzerland, (c) The British government 
makes a payment to the United States government on a previous 
loan, (d) An American corporation sends dividend payments to 
stockholders in Sweden. 

3) (a) List three types of transactions which create a demand in foreign 
countries for dollars, or which increase the American supply of 
foreign exchange, (b) List three types of transactions which cause a 
demand in the United States for foreign exchange, or which increase 
the supply of dollars in other countries. (In connection with both 
(a) and (b), consult the balance of payments on p. 551). 

4) (a) Explain what is meant by a “balance of payments.” (b) List 
the factors which may cause a country to become short of foreign 
exchange, (c) Describe the situation which caused a “dollar short¬ 
age” during and after World War II. 

5) (a) What is the difference between a bilateral balance of payments 
and a multilateral balance of payments? (b) What would be the 
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effect on international trade if all countries tried to maintain their 
balance of payments on a bilateral balance? (See p. 573.) 

Ill Things To Do 

1) Bring to class and explain one of the credit instruments described in 
this lesson. They may be obtained from banks, businessmen, or 
stationery stores. 

2) Obtain from a large city bank a list of its correspondent banks. 

3) Draw a cartoon or a diagram to illustrate the balance of payments 
in international trade. 


LESSON 7 3 FOREIGN EXCHANGE 

Exchange Rates 

Making payments from one country to another, as you have seen, 
creates a problem which does not exist in making payments within a 
country. The money of one country must be changed into the money of 
another country. American businessmen want to be paid for their ex¬ 
ports in American dollars. Canadians want to be paid in Canadian dol¬ 
lars, Argentinians in pesos, Britons in pounds, and so on. 

As the previous lesson explained, some banks maintain deposit ac¬ 
counts in correspondent banks in foreign countries. A New York bank, 
for example, has a deposit of pounds in a correspondent bank in Lon¬ 
don, francs in Paris, guilders in Amsterdam, lire in Rome, and pesos in 
Buenos Aires. It is therefore in a position to sell drafts in terms of 
pounds, francs, lire, guilders, and pesos to people who need to make 
payments to those countries. 

If an American importer wishes to know how many dollars he will 
have to pay to his New York bank in order to get a draft for 100,000 
francs, he asks the bank for the rate of exchange for francs. The rate of 
exchange is the amount of one country's currency which has to be given 
in exchange for one unit of another country's currency. At the beginning 
of 1950, for example, the following rates of exchange were quoted in 
the newspapers: 

England—about $2.80 per pound 
France—about Vs of one cent per franc 
Canada—about 90 cents per dollar (Canadian) 

Argentina—about 11 cents per peso 

At that time it cost an American about $280 to buy a draft for 100 
British pounds, and about $300 to buy a draft for 100,000 francs. 
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The rate of exchange between two countries is a comparison of the 
values of the currencies of the two countries. When the rate of ex¬ 
change for a foreign currency rises, the currency is said to appreciate — 
gain value. It takes more of our currency to buy it. If the rate for the 
British pound should rise from $2.80 to $3.00, then an American im¬ 
porter would have to pay $300 instead of $280 for a 100-pound draft 
on a British bank. When the exchange rate of a foreign currency drops, 
it is said to depreciate —lose value. It takes less of our currency to 
buy it. If the rate for the Argentinian peso were to drop from 11 cents 
to 10 cents, it would take only $100, instead of $110, to make a payment 
of 1,000 pesos. When a currency appreciates, all other currencies de¬ 
preciate in terms of that currency. When a currency depreciates, all 
other currencies appreciate in terms of that currency. 

The rate of exchange, therefore, is a price in one country for the 
money of another country. Like other prices, the rate of exchange is 
affected by changes in supply and demand. If, at a given time, this 
country’s exports to Mexico exceed its imports from Mexico, the bal¬ 
ances held by American banks in Mexico increase. The American banks 
therefore cut their charges for pesos, that is, for drafts against their 
Mexican balances. At the same time, the demand in Mexico for drafts 
on bank balances in the United States is increasing. Mexican banks 
can therefore charge more for dollars; that is, for drafts against their 
American balances. The effect is to make the dollar appreciate in terms 
of the peso, which is the same as saying that the peso depreciates in 
terms of the dollar. 

The Establishment of Exchange Rates 

In the latter part of the 19th century, and in the early part of the 
20th century, the determination of exchange rates was simpler than 
now, because most of the important countries of the world were on the 
gold standard. The relative values of the different currencies were de¬ 
termined essentially by comparing the amount of gold in the respective 
standard coins. Since the British gold pound, as fixed by law, contained 
4.86 times as much gold as the American gold dollar, it took $4.86 in 
American money to buy one British pound. Similarly, the French franc 
was worth 19.3 cents, and the German mark 40 cents. The British pound 
was worth about 25 francs and about 12 marks. It was taken for granted 
that each country would refrain from changing the amount of gold in 
its standard coin. In this way the currencies of the different countries 
had a fixed relationship to each other, which was referred to as the par 
of exchange; that is, the value of one country’s money unit in terms of 
another, as determined by the ratio of the metallic contents of their 
standard coins. Although there were several dozen money systems in- 
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volved in world trade, the effect was that of a single money system. 
Each money could be quickly translated into every other money at a 
definite, universally known value. The rate of exchange was always ap¬ 
proximately equal to the par of exchange—as long as a country’s foreign 
trade was in a balanced situation.' 



Chase National Bank, photo by Hurst 


The traders’ section of the Chase National Bank’s foreign exchange division. 
Sixty direct wires to financial institutions all over New York City enable the 
traders to execute buying and selling orders quickly. 

The gold standard offered everyone a guarantee that the value of the 
currency of any country which was on the gold standard would be 
stable in relation to other currencies. This guarantee applied not only 
to the paper money issued by the country, but also to the bank balances 
in that country. People who had drafts on the banks of a gold standard 
country could withdraw gold from that country, if they wished, at the 
legally fixed price of gold. Ordinarily, however, they merely deposited 
their foreign-exchange drafts in their own banks, in their own countries, 
in the same way as checks. The guarantee of gold payment, neverthe¬ 
less, stimulated international trade by creating confidence in the in¬ 
ternational money system. 

Without an international gold standard system—and that has been 


^ Explanations of fluctuations of rates of exchange, gold points, and other fea¬ 
tures of the foreign-exchange market can be found in advanced textbooks. 
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the situation since the 1930's—^there is no automatic control of ex¬ 
change rates. The rate may be set by each government at whatever 
point it thinks will best promote its trade policies. This the government 
tries to do by pegging, or fixing, the rate of exchange. The government 
offers to buy and sell drafts on foreign countries, in unlimited quanti¬ 
ties, at the legally established rates. During the greater part of the 
1940’s, for example, the rate of exchange between the United States 
and Great Britain was pegged at about $4.03 per pound. In 1949 it 
was changed to $2.80. No one would pay more than that price, because 
the British and American governments (through the banks) would 
supply drafts at that price. Nobody would sell drafts for less than that 
price because the two governments would buy them at that price. 

With or without a gold standard, however, the ability of a country 
to keep the exchange rate fixed depends on its foreign-trade situation. 
Its banks must have a sufficient supply of foreign bank balances to pro¬ 
vide all the drafts needed by their cus'.omers for foreign payments. An 
adequate amount of foreign bank balances depends upon an adequate 
amount of visible and invisible exports. If total imports exceed total 
exports for long periods of time, the foreign balances are used up, and 
the banks cannot meet the demand for drafts. 

Such a continuous shortage of foreign exchange may develop from 
some kind of crisis, such as the outbreak of war, or a serious depression, 
or an economic breakdown like that in Europe after the recent war. The 
deficit of foreign exchange has to be offset by cutting imports, borrow¬ 
ing from abroad, or exporting gold. If these methods fail to solve the 
problem, the country’s currency depreciates to a low level. 

The Effects of Changes in Exchange Rates 

International trade, like domestic trade, is carried on most conven¬ 
iently when there is a stable money system for making payments. Ap¬ 
preciation or depreciation of a country’s currency may have important 
effects upon a nation’s exports and imports. 

Let us assume that the rate of exchange between the United States 
and Great Britain is $4.00 per pound. An American typewriter priced 
at $96 costs a British buyer 24 pounds. A British sweater selling for two 
pounds costs an American buyer eight dollars. Suppose the pound is 
depreciated to $3.00. Then the American typewriter costs a British 
buyer 32 pounds instead of 24; and the British sweater costs an Amer¬ 
ican six dollars instead of eight. Depreciation of a country’s currency 
(in this case, the pound) has the effect of cutting the prices of that 
country’s goods and services for buyers in other countries. At the same 
time, it makes the cost of foreign goods higher for the people in the 
depreciating country. Appreciation of a country’s currency (in this 
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case, the dollar) has the effect of raising the prices of that country’s 
goods and services for buyers in other countries, and lowering the cost 
of foreign goods and services for people in the appreciating country. 
Thus, depreciation stimulates exports and discourages imports; appre¬ 
ciation encourages imports and discourages exports. 

In the 1930’s, when markets were shrinking, it was advantageous for 
a country to have its currency depreciate. It was a way of cutting prices 
and underselling competitors in foreign markets. To accomplish this, 
many countries devaluated their currencies. (The term devaluation is 
used to indicate an official depreciation of a currency.) 

The trouble with this method of getting business was that other 
countries could do the same thing. This led to “currency wars” among 
the nations, like price-cutting among businessmen within a country. 
Moreover, the frequent changes in rates hindered international trade, 
because businessmen were uncertain as to the value of the money which 
they would receive for their exports. 

During the 1940’s, on the other hand, the main problem was the 
scarcity of food, raw materials, and machinery. Some countries—Bel¬ 
gium, Switzerland, and Sweden—appreciated their currencies, in order 
to make foreign goods cheaper. In 1949 Great Britain faced this di¬ 
lemma: she depreciated the pound in order to increase exports, but 
this meant paying more for the imports of foodstuffs and materials she 
needed badly. 

Every country has to exercise delicate judgment as to what its rate 
of exchange should be. If it overvalues its money in terms of other 
currencies, the result will be to hinder its businessmen s exports, and to 
face increased competition from imported goods. If it undervalues its 
money, it wiU help its exporters but raise the cost of imported goods. 
Therefore, decisions as to exchange rates depend largely on the rel¬ 
ative importance of exports and imports at a given time. 

CuREiENCY Breakdowns 

A country’s foreign-trade situation may become so unbalanced that 
its currency system breaks down. Suppose France has suffered a long¬ 
time deficit in her balance of payments. The French banks have few or 
no balances left in foreign countries, and are unable to supply French 
businessmen with foreign exchange. Because the demand for foreign 
exchange is so much greater than the supply, French businesses offer 
increasingly higher prices for foreign-exchange drafts. The effect is to 
lower the price of francs in terms of pounds, dollars, lire, and other 
currencies. If this depreciation of the franc continues for a long time, 
the French people lose confidence in their money. They rush to ex¬ 
change their paper francs for goods, and thus bid up the prices of 
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goods. They also try to exchange francs for gold, if any is available, 
and for the money of other countries in which they have more confi¬ 
dence. 

This “flight from the franc” is like a run of depositors on a bank. Just 
as the depositors, when they lose confidence in their bank, try to convert 
their deposits into cash, so the French try to exchange their francs for 
goods, gold, or foreign currencies. The result is a runaway inflation, like 
that which occurred in China in recent years. There may even be a 
black market in foreign exchange, with drafts on foreign countries 
being sold at prices above the rate that the government may have 
established by law. 

Because of the danger of extreme inflation, the French government 
tries to prevent, or at least limit, the depreciation of the franc. It may 
peg the franc; it may put tight controls on imports and on payments to 
foreign creditors, to limit demand for foreign exchange; it may 
borrow from foreign governments or banks, or some international 
agency, in order to increase its foreign balances. 

Whether or not the effort to stabilize the rate of exchange will be 
successful depends on a variety of political and economic factors. If 
conditions become favorable, the depreciation eventually comes to an 
end, and the rate of exchange becomes stable. If not, the franc may 
depreciate to a value of virtually zero. It will then be necessary for the 
French to establish a new currency. 

There have been numerous cases of extreme currency depreciation, 
affecting almost every country in the world, at one time or another in 
the past hundred years. During the past generation, especially, ex¬ 
change rates have been very unstable. 


Exercises and Activities 
I Dictionary of Economic Terms 

appreciation devaluation pegging 

depreciation par of exchange rate of exchange 

II Questions and Problems 

1) Explain how foreign exchange rates are affected by (a) changes in 
the gold content of a money under a gold standard, (b) increased 
exports and decreased imports, (c) decreased exports and increased 
imports. 

2) Explain how payments would be made in each of the following cases, 
using the present exchange rates: (a) An American store pays a 
British manufacturer for 120 British sweaters at 2 pounds each, (b) 
A Mexican railroad pays an American steel mill for $10,000 worth 
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of supplies, (c) An American sends a gift of $100 to relatives in 
Greece. 

3) Explain why exchange rates were more stable in the period before 
World War I than they have been since that time. 

4) Why did many countries devaluate their currencies during the 
1930’s? Why did this action have only a limited effect? 

5) What are the dangers of “overvaluing” or “undervaluing” a currency? 

6) Describe a flight from the currency, showing its causes and effects. 

7) How might world government simplify the problems of international 
payments? What difficulties might be met? 

Ill TfflNGS To Do 

1) Make a table of exchange rates (in terms of dollars) for each of the 
following countries, in the indicated vears: 

1910 1920 1930 1950 

Great Britain 

France 

Russia 

Germany 

China 

2) On the basis of library research, summarize the arguments for and 
against restoration of the international gold standard. 

3) Report on the reasons for the world-wide devaluation of currencies 
which occurred in 1949. 

4) Report on the causes of currency breakdowns in these cases: Russia 
or Germany after World War I, Hungary or Ghina after World 
War II. 


LESSON 



BARRIERS TO WORLD TRADE 


War and International Trade 

Some of the factors which have unbalanced international trade are 
(1) the world wars of the 20th century, (2) drastic changes in price 
and trade relationships, (3) trade barriers, and (4) international car¬ 
tels. 

World Wars I and II consumed the resources of the world at a rec¬ 
ord rate, while the production of foodstuffs, raw materials, and man¬ 
ufactured goods in Europe was greatly reduced. The United States 
supplied its allies with materials for carrying on the wars, and after 
each war helped Europe rebuild itself. As a result, world trade was 
distorted, during a substantial part of the twentieth century, into a one- 
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way flow of goods from the Western Hemisphere, especially the United 
States, to other parts of the world. There was a world-wide shortage of 
“dollars”; other nations did not have enough funds with which to make 
the necessary payments to the United States. The only way in which 
this shortage of dollars could be quickly met was through loans by the 
United States. 

During and after World War I, this nation loaned about ten billion 
dollars to its allies. This increased the difficulty of carrying on world 
trade, because nations needed funds with which to repay the loans. 
In World War II, the United States tried to avoid this difficulty by 
using a “lend-lease” system, supplying our allies with their war needs, 
without expectation of money payment. Some supplies and services 
were received in partial payment. After the war the European Recovery 
Program (ERP) was used as a way of rebuilding world production and 
trade without increasing excessively the flow of payments to the United 
States. But the destruction of the productive facilities in Europe and 
Asia had been so great that the demand for American goods continued 
at an abnormally high level. The shortage of dollars was further in¬ 
creased by the fact that many countries were in a difiicult economic 
situation and had unstable currencies. People throughout the world 
wanted American dollars, rather than any other country's money, for 
their goods and services. This unbalanced money situation made it 
difiicult to carry on world trade in a normal way. 

Changes in Price and Trade Relationships 

The complications in world trade, resulting from the first World War, 
were aggravated by the world-wide crash of business in 1930-1932. 
There was a sharp fall of prices, but the effects of this decline of prices 
varied in different countries. 

Price Movements (Shown in Index Numbers, 

1929-193^2*) 



1929 

1932 

Foodstuffs 

Raw materials and semi¬ 

100 

52 

manufactured goods 

100 

44 

Manufactured goods 

100 

63.5 

All goods 

100 

52.5 


* Adapted from F. A. Southard, Foreign Exchange Practice and Policy , 

McGraw-Hill Book Company, 1940, p. 169. 

As the above table shows, countries which exported mainly foodstuffs 
and raw materials suffered a proportionately greater shrinkage of in¬ 
come from foreign trade than countries which exported mainly man- 
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ufactured goods. Latin America, Australia, and Asia were more seri¬ 
ously affected by the deflation of prices than were the United States 
and Western Europe. The nonindustrialized areas of the world there¬ 
fore had smaller amounts of funds for foreign payments and had to cut 
down their purchases of manufactured goods from the industrial coun¬ 
tries. This loss of business was a severe blow to Great Britain, Ger¬ 
many, and other nations which depended on foreign trade for a large 
part of their national income. 

The United States as a Creditor Nation 

One factor which had paved the way for trouble in the 1930’s was 
the failure of the United States to adjust herself correctly to her new 
status as a creditor country. She had become the creditor of many 
other nations, because of two developments. During and after World 
War I, the United States had loaned over ten billion dollars to her 
European allies. Between 1920 and 1930 American banks had invested 
many billions in the bonds issued by the governments and business 
firms of foreign countries. The United States became second only to 
Great Britain as an in\*estor in foreign countries. 

There was one important difference, however, between Great Britain 
and the United States as the chief creditor countries of the world. Great 
Britain was accustomed to having an unfavorable balance of trade; that 
is, her merchandise imports exceeded her merchandise exports. This 
tended to cause an outflow of British funds to all parts of the world. 
This outflow was balanced by the flow of funds into Great Britain in 
payment for her invisible exports. In the case of the United States there 
was no such balance. This country had become a great exporter of 
goods, but had raised its tariffs higher and higher in order to limit im¬ 
ports. The favorable balance of trade created an inflow of funds from 
foreign countries; at the same time there was an inflow of funds because 
of the payment of interest and principal on the loans. This double in¬ 
flow created an excessive demand for dollars in foreign countries and 
the supply of dollar exchange was insufficient. During the 1920’s this 
shortage was offset to a large extent by the foreign loans made by 
American banks, but not completely. 

Since there was a shortage of dollar exchange, the only way enough 
payments could be made to the United States government and to Amer¬ 
ican banks and business firms was through the shipment of gold. Be¬ 
fore World War I, the United States had possessed 25 percent of the 
world’s supply of gold; by 1930 it had about 40 percent of the total 
supply; and by 1940, about 75 percent. The uneven distribution of the 
world’s gold supply was one of the reasons for the abandonment of the 
gold standard by many countries during the 1930’s. 
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The Erection of Trade Barriers 

At the same time, competition in world trade was becoming more in¬ 
tense. The businessmen of Great Britain, Germany, the United States, 
and Japan fought each other for business, and had to meet new compe¬ 
tition from the growing manufacturing industries of Czechoslovakia, 
Switzerland, Sweden, and other countries. Faced with surpluses of 
goods and a decline of foreign sales, the governments of many nations 
used various methods of increasing exports and decreasing imports, in 
order to balance their international payments. 

One method was the devaluation of the nation’s currency; that is, low¬ 
ering the value of the currency in terms of the currencies of other coun¬ 
tries. In order to avoid losing all their gold reserves, countries aban¬ 
doned the gold standard; they stopped redeeming the paper money and 
credit instruments in gold. Great Britain took this step in 1931, and was 
followed by all other countries by the end of the 1930’s. Once off the 
gold standard, each country allowed its money to depreciate as much 
as it thought necessary to restore a balance of exports and imports. 
Some countries devalued their currencies several times. The chief dif¬ 
ficulty was that, as one country devalued its currency, others did the 
same thing, or set up other trade barriers. 

Some governments adopted a system of bilateral (two-sided) trade, 
in order to balance the amount of payments to and from each foreign 
country. Since it was difficult to increase exports, this system meant 
cutting imports from those countries with whom the balance of pay¬ 
ments was unfavorable. Great Britain, for example, allowed her busi¬ 
nessmen to spend for Argentinian goods no more than Argentinians 
spent for British goods. Since Argentina normally sold more to Great 
Britain than she bought from her, the effect was to cut British imports 
from Argentina. Germany accomplished her purpose through control of 
foreign exchange. Her importers could pay for foreign goods only with 
blocked marks; that is, these funds could not be withdrawn from Ger- 
iUany by the foreign exporters, and therefore had to be spent for Ger¬ 
man goods. 

Some governments tried to stimulate exports in various ways. One 
way was by means of export subsidies, payments to exporters to make 
up for losses they might suflFer in meeting competitive prices in the 
world market. The United States paid such subsidies on cotton and 
wheat. American exporters were told to sell cotton and wheat abroad 
at whatever price they could get. The government paid the diflFerence 
between the world price and a profitable price. Another method of pro¬ 
moting exports was to extend credit to other countries, on condition 
that such loans be used to buy goods from the lending country. The 
United States made such loans through the Export-Import Bank. 
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The Tariff Controversy 

The most widespread kind of trade barrier has been the protective 
tariff. A tariff, or customs duty, is a tax collected on imports or ex¬ 
ports.^ Such taxes create revenue for the government. Import duties 
may also have the purpose of increasing the cost of the goods. The 
larger the tax, the higher the cost to the importer, who must charge a 
higher price to his customers. Protective tariffs are tariffs with high 
rates intended to make it difficult to sell the imported goods in compe¬ 
tition with the domestic goods. Free trade is the absence of protective 
tariffs and other trade barriers. 

In times of cutthroat competition, such as in the 1930’s, the effective¬ 
ness of protective tariffs is limited. In 1930 the United States adopted 
the Hawley-Smoot tariff law, establishing the highest tariff rates in the 
nation’s history. A year later. Great Britain abandoned her historic pol¬ 
icy of free trade. Many other countries raised their tariff rates. These 
attempts to keep out foreign goods merely forced foreign manufactur¬ 
ers to find ways of producing export goods more cheaply. Low-priced 
imports flooded the various countries despite the tariff walls. Some coun¬ 
tries—France, for example—therefore placed quotas (limits) on the 
importation of foreign goods, in order to protect domestic producers. 

For over a hundred years the American people have argued about 
tariff policy. The chief argument for high tariffs has been that since 
American workers get higher wages than those in other countries, 
American manufacturers cannot produce goods as cheaply as in othe' 
countries. Tariffs, according to their supporters, must be used to protect 
American businesses and American workers’ jobs against a flood of for¬ 
eign goods. They also enable us to maintain certain industries which 
could not otherwise meet foreign competition, and thereby give us a 
more balanced, self-sufficient economic system. The dangers of speciali¬ 
zation are avoided. This self-sufficiency is particularly important in time 
of war. 

On the other side of the argument, the opponents of a high-tariff pol¬ 
icy have maintained that it endangers the prosperity and peace of the 
world. World trade can be balanced and stabilized only if we, the rich¬ 
est people, buy more goods from other nations. This will operate to our 
benefit, because the purchases from other countries will enable them to 
buy more of our goods and services. This condition is especially desir¬ 
able because the United States is now the creditor of the entire world, 
and at the same time the supplier of food, raw materials, and machin¬ 
ery. The payments for our goods and services can be made only if 
Americans buy foreign goods. 


^ In the United States, tariffs on exports are prohibited by the Constitution. 
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During the first half of the 19th century, the farmers of our South and 
West checked the attempts of the Northern manufacturers to establish 
a system of protective tariffs. From 1816 to 1930, however, this country 
followed a high-tariff policy virtually without interruption. This policy 
was supported by the manufacturers and by a large part of the factory 
workers. Western farmers also supported it after 1900, as they began to 

CHANGING TARIFF PHILOSOPHIES 

minis I 1814-1933 I PRESENT 

TARIFF FOR REVENUE I PROTECTIVE TARIFF I RECIPROCAL TARIFF 



Chart by Graphics Institute, N.Y. 


From our beginning as a nation until cller the War of 1812 we exported raw 
materials and depended upon Europe, chiefly Britain, for manufactures. Our 
tariff was levied largely to get revenue. From 1816 until 1933 the aim of 
the tariff was to protect American business from foreign competition. Although 
we have not abandoned protective tariffs, the New Deal introduced the idea 
of reciprocal lowering of tariffs in order to increase foreign trade. 

feel the competition of agricultural imports from Canada, Latin Amer¬ 
ica, and Asia. In the 1930’s the United States adopted a new policy, the 
reciprocal-tariff program, which will be described in the next lesson. 

International Cartels 

Another factor which has narrowed the channels of international 
trade has been the monopolistic arrangement known as a cartel, A 
cartel is an international agreement among companies producing and 
selling the same products, in order to limit competition and fix price. 
The marketing agreements may include price fixing, division of terri¬ 
tories, pooling of sales or profits, control of patents, limitations on pro¬ 
duction, and other monopolistic methods, about which you have stud¬ 
ied. (See Lesson 38.) Some cartels have been privately organized, and 
some have been officially sponsored by various governments. 

The American public has been rather unaware of the cartel problem, 
because it has assumed that the antitrust laws were keeping monopoly 
within bounds. During 1941 and 1942, however, it was discovered that 
some American companies in oil and chemical fields were linked with 
the I. G. Farben and other German companies. The American firms had 
been asked by our government to make certain technical processes 
available for war production; they claimed that such action would be a 
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violation of their cartel agreements. Public indignation forced the 
American companies to yield these secrets, and put the spotlight upon 
the cartel problem. 

Since that time numerous studies have been made of the relationship 
of cartels to the American economy. One of these was Cartels in Action, 
published by the Twentieth Century Fund in 1946. This book described 
the cartels in chemicals, electric-light bulbs, sugar, rubber, nitrogen, 
steel, aluminum, magnesium. It claimed that 87 percent of the mineral 
products, 60 percent of the agricultural products, and 42 percent of the 
manufactured products sold in this country were affected by cartel 
arrangements. 

Cartels, trade barriers, price changes, and world wars have violently 
changed the patterns of international trade during the past thirty years. 
As the 1940’s came to an end, the nations faced a dual task: first, to re¬ 
store the productiveness of the world, so that standards of living could 
be raised for all peoples; second, to prepare the necessary mechanisms 
to prevent a collapse of world trade such as had occurred in the 1930’s. 


Exercises and Activities 
I Dictionary of Economic Terms 

bilateral trade export subsidies protective tariff 

blocked currency free trade import quota 

cartel 

II Questions and Problems 

1) Describe at least three factors which caused the breakdown of 
world trade in the I930’s. 

2) (a) Describe the factors which, since 1914, have made the United 
States the creditor nation of the world, (b) Explain how our tariff 
policy in the I920’s conflicted with our position as creditor nation. 

3) Describe three ways in which nations tried to increase exports and 
decrease imports during the I930’s. 

4) Give two reasons why the existence of international cartels is re¬ 
garded as an evil. 

5) (a) How do the foreign trade policies of the United States after 
World War II differ from those after World War I? (b) How does 
the world trade situation now compare with that of the I930’s? 

6) Explain how the problem of world peace is closely related to the 
problem of world trade. 

7) List and explain four types of obstacles or barriers to free interna¬ 
tional trade. 
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III Things To Do 

1) Read Americas Stake in World Trade (Public Affairs Pamphlet No. 
130). 

2) Report on the history of the tariff in the United States. 

3) Organize a forum discussion on “A Sound Tariff Policy for the 
United States.” 


LESSON I ty STABILIZING WORLD TRADE 

The Reciprocal Tariff Policy 

In 1930, Congress passed the Hawley-Smoot Tariff Act, raising tariff 
rates. In 1934, Congress passed the Reciprocal Tariff Act, which pro¬ 
vided for the lowering of tariff rates. This shift in American tariff policy, 
in so short a time, v as the result of the depression which had appeared 
in 1930. The change of policy was supported by people who realized 
the danger to the economic stability of woild trade which had devel¬ 
oped from tariffs and other trade barriers. 

The purpose of the Reciprocal Tariff Act was to expand foreign mar¬ 
kets for goods from the United States by opening our markets to foreign 
products. The President was given the power to arrange (through the 
State Department) reciprocal-trade agreements with other countries, 
providing for reciprocal tariff reductions. This meant that this country 
would reduce tariffs on specific goods from a foreign country, provided 
that the foreign country would reduce tariffs on specific goods made in 
this country. No duty was to be decreased by more than 50 percent. We 
would, for example, reduce the duty on woolen goods from Great Brit¬ 
ain, if Great Britain reduced her duty on automobiles from the United 
States. 

The policy of reciprocity has been hailed by some people as a land¬ 
mark in the history of international trade. The United States offered 
leadership to the world in lowering trade barriers. Under this law more 
than twenty reciprocal tariff agreements were made with various coun¬ 
tries of Europe and Latin America, as well as with Ganada. The effect 
apparently was favorable to American business, because, during the 
later 1930 s this country’s exports to countries with which it had reci¬ 
procity agreements increased more than its exports to countries with 
which it had no such agreements. 

Griticism of this policy came from two sources, however. Many farm¬ 
ers of the Middle West feared that the reduction of tariffs on foodstuffs 
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would bring increased competition for them. Similar fears were ex¬ 
pressed by businessmen and labor organizations in such industries as 
shoes, textiles, and watches. On the other hand, some economists ar¬ 
gued that the reciprocal tariff program was an inadequate step toward 
expanding world trade. It helped to increase American exports and im¬ 
ports; but did not change the basic situation—this country’s favorable 
balance of trade. As a creditor nation, these economists claimed, the 
United States must increase its imports enough to make its balance of 
trade (the balance of visible items) unfavorable. 

Wartime Lend-Lease 

World War II interrupted normal trade relationships. The ordinary 
trade of American business firms with the continent of Europe was vir¬ 
tually wiped out. But the United States became the arsenal of democ¬ 
racy. It supplied a large part of the foodstuffs, machinery, and military 
equipment with which to defeat the Axis. Instead of selling these goods 
to its Allies, however, the United States gave the goods to them on a 
lend-lease basis. The goods, not money, were loaned, and the borrow¬ 
ing nations were not expected to pay in money for these goods. Alto¬ 
gether, the lend-lease operations, between 1941 and 1945, amounted to 
nearly 50 billion dollars. Some of the Allies gave us “reverse lend- 
lease,” in the form of food, supplies, and services for our armies abroad, 
amounting to about 5 billion dollars. But it was understood that the 
lend-lease operations were not to create any debt. 

The United States used the lend-lease system instead of selling on 
credit, partly because of the experience which this country had had 
with the war debts of World War I. The United States, with its policy 
of excluding imports by means of high tariffs, helped to bring about a 
shrinkage of world trade, which virtually destroyed the ability of the 
European nations to get the money to repay their war debts. 

When the same problem arose in the 1940’s, Americans realized that 
they could not hope to collect war debts after the war, unless they were 
prepared to allow a flood of foreign goods into this country; and even 
this might not be an adequate remedy. It was decided that the wisest 
policy was to give war supplies to our Allies, without any obligation to 
pay for them after the war. The developments since the war have 
proved the wisdom of this decision. The nations of Europe and Asia 
have had the utmost diflSculty in getting back to a normal trade basis, 
without the burden of paying back 50 billions in war debts. 

The European Recovery Program 

When the war came to an end, in 1945, this country faced the respon¬ 
sibility of helping the world return to a peaceful and prosperous basis. 
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There was widespread fear that unless this were achieved with reason¬ 
able speed, many countries in Europe and Asia might, in desperation, 
adopt a communist government. The United States sent relief supplies 
to many countries; and made emergency loans to several countries, in¬ 
cluding one loan of four billion dollars to Great Britain. These loans 
proved inadequate, however, for the tremendous job of reconstruction 
that was needed. Accordingly, the United States, in 1948, adopted a 
much larger program of aid, originally called the “Marshall Plan,” and 
later known as the “European Recovery Program.” 

The European Recovery Program (ERP) was established for the 
purposes of providing (1) emergency relief to the European countries 
whose people lacked the necessities of life, and (2) the means of re¬ 
building their industiies, so that they could return to a normal economic 
situation. The program was intended to include all the countries of 
Europe, but the Soviet Union and the other Communist states declined 
to participate in the program. Thf participating countries were Great 
Britain, Eire, Norway, Sweden, Denmark, Western Germany, the Neth¬ 
erlands, Belgium, Luxembourg, France, Switzerland, Austria, Italy, 
Iceland, Greece, Turkey, and Portugal. 

The ERP was an attempt at international economic planning. Repre¬ 
sentatives of the participating nations met for many weeks to draw up 
a balance sheet of their resources and needs. On the basis of this analy¬ 
sis, the United States agreed to provide 17 billion dollars, over a period 
of four years, ending in 1952. It was expected that about 80 percent of 
^he 17 billions would be given as grants, while the remaining 20 percent 
would be loaned. The program was carried out by an American agency, 
the Economic Cooperation Administration (EGA). The money was 
spent mainly in the United States, but also in Canada and Latin Amer¬ 
ica, to acquire foodstuffs, raw materials, and machinery. How the total 
amount of aid was divided among the participating countries was to be 
decided by the European countries themselves, through their Organi¬ 
zation for European Economic Cooperation. The OEEC worked closely 
with the EGA. 

Certain conditions were attached to the ERP. Each nation, in order 
to receive aid, had to sign an agreement promising to (1) increase in¬ 
dustrial and agricultural production as much as possible, (2) take nec¬ 
essary measures to balance its budget and stabilize its money system, 
(3) cooperate with other countries in reducing trade barriers, (4) sup¬ 
ply “strategic materials” to the United States, (5) set up a “counterpart 
fund,” in its own money, equal in value to the amount of aid received 
from the United States, this fund to be used, upon approval by the 
EGA, for reducing the government debt, stabilizing the currency, or in¬ 
creasing production of goods. 
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The New York Times 


The graphs at the upper right and left show that ERP expenditures are ex¬ 
pected to decline as production in the countries assisted rises. The pie chart 
(upper center) shows the shares received up to February, 1950. The map 
below shows how the need arises from the “dollar gap," the difference be¬ 
tween foreign exports and imports. 

As the 1940’s came to an end, it was not yet clear how successful ERP 
would be. There were various signs of progress. After the program had 
been in effect for only a few months, the relief phase of ERP was largely 
accomplished, and the work of reconstructing European industry was 
begun. By 1950, the production of farm products, minerals, and finished 
goods generally reached prewar levels, though still below the needed 
amounts. There had been a small, but noticeable, rise in the standard of 
living in most parts of Europe. The shortage of dollar exchange was 
somewhat lessened, as a result of two developments. Exports of goods 
from European countries to the United States increased as a result of 
increased production. Imports from the United States were cut, because 
the European countries followed a policy of “austerity,” restricting the 
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standard of living, and tried as much as possible to buy from one an¬ 
other. 

Despite these favorable developments, there was much doubt as to 
the final results. Developing real economic cooperation among the na¬ 
tions of Europe was not proving an easy task. Each nation feared that 
lowering its tariffs and other trade barriers might increase its imports 
too much and exhaust its supply of foreign exchange. Som.e Europeans 
felt that the veto which the EGA could exercise over the use of the 
counterpart funds would give the United States excessive control over 
the European nations. They also foresaw the possibility that if a tend¬ 
ency toward depression appeared in the United States, the ERP might 
be used as a means of dumping surplus American goods in Europe, in 
competition with European industries. 

The dollar deficit was being reduced too slowly, because American 
imports of European and se’^vices were not expanding enough. 

Some exj)erts believed that the dollar deficit of the European countries 
was likely to contiiuie for a long time. This led to the question whether 
the United States would be willing to continue the ERP indefinitely, or 
would be willing to increase its imports by the huge amounts necessary 
to eliminate the dollar shortage. (See chart p. 582.) 

Another difficult question was whether Europe could become pros¬ 
perous again without restoring the prewar industrial production of Ger¬ 
many. The American government favored restoration of German indus¬ 
trial production to a high level. But the British feared a rebuilt 
Germany as a competitor, and the French feared a rebuilt Germany for 
military reasons. The problem was further complicated by the division 
of Europe into two hostile blocs, the Soviet group in the East, and the 
Western group. Many people said that European production and trade 
could not be wholly rebuilt unless a normal amount of trade was re¬ 
established between the Eastern and Western groups. Moreover, there 
was danger that the huge amounts being spent by the European coun¬ 
tries (with American aid) for military purposes would defeat the pur¬ 
poses of the ERP. 

International Economic Gooperation 

Meanwhile the nations of the world were developing, through the 
United Nations, broad plans for international economic cooperation. 
These plans had various aims: (1) giving relief to war-stricken areas, 
(2) repairing the damage done to agriculture and manufacturing dur¬ 
ing the war, (3) developing new industries as a means of raising stand¬ 
ards of living, (4) stabilizing currencies and reducing trade barriers, 
(5) balancing agricultural surpluses and deficiencies. 

One of the major bodies of the United Nations has been the Eco- 
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nomic and Social Council, consisting of eighteen members elected by 
the General Assembly. This Council was established because the events 
of the past generation had taught that hopes of achieving permanent 
world peace depended on solving the world’s economic and social prob¬ 
lems. If the peoples of the world could eliminate economic insecurity, 
poverty, racial discrimination, and imperialism; if we could increase 
world production of goods and services, raise standards of living in the 
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A wide “dollar gap” between exports and imports creates a problem of 

trade policy. 

backward areas, and establish universal standards of human rights— 
perhaps we could have peace. The Economic and Social Council han¬ 
dles such varied problems as improving health services in all parts of 
the world, gathering statistics on economic and social developments, 
improving transportation and communication, establishing an interna¬ 
tional bill of rights, and promoting better education in all countries. It 
studies these problems and makes recommendations to the member na¬ 
tions. It coordinates the work of specialized United Nations agencies, 
such as the World Health Organization, the International Refugee Or¬ 
ganization, the Food and Agriculture Organization, the International 
Bank, and the United Nations Educational, Scientific, and Cultural Or¬ 
ganization (UNESCO). 

The International Bank for Reconstruction and Development was 
created to provide capital for rebuilding countries devastated by the 
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war, and for creating new industries in the less developed areas of the 
world, such as Africa, Asia, and Latin America. The Bank can provide 
capital in two ways. It can make loans and it can guarantee loans made 
by private banks to foreign governments. 

The purpose of the International Monetary Fund (IMF) is to stabi¬ 
lize tlie exchange rates of the currencies of the various nations who sup¬ 
port the Fund. Each of these nations has been required to set a fixed 
value for its currency in terms of gold, or in terms of the United States 
dollar; and may not change this value by more than 10 percent without 
the permission of the governing body of the Fund. The Fund can make 
loans of foreign exchange to any member country which is short of for¬ 
eign exchange. The purpose of the loan is to make it unnecessary for 
the country to restrict foreign payments or to depreciate its currency. 
When the emergency is over, the country is expected to repay the loan 
to the Fund. The amount of aid wh’ch a country may receive from the 
Fund is in proportion to the amount of capital which the country has 
supplied to the Fund. Although the IMF has given some help in minor 
cases, it could not prevent world-wide devaluation of currencies in 1949. 

The task of the International Trade Organization (ITO) is to coordi¬ 
nate the trade policies of the nations, so that world trade will be ex¬ 
panded, not contracted. The nations who signed the charter of the ITO, 
at Havana in 1948, agreed that they would (1) take measures to create 
full employment within their own countries; (2) encourage foreign in¬ 
vestments in their own countries, without discrimination against any 
particular group of foreign investors, provided that foreign investors 
and their goxernments did not interfere in the internal affairs of the 
country; (3) avoid any actions which would create difficulties for other 
nations in making international payments; (4) use trade barriers only 
as temporary measures, to prevent excessive inflation or to check un¬ 
employment, such trade barriers to be applied to all nations equally; 
(5) limit monopolistic practices (cartel arrangements) in international 
trade, either by private firms or public agencies; (6) limit use of pro¬ 
duction and price controls to situations in\olving large surpluses or 
large amounts of unemployment. In 1949, the nations participating in 
the ITO signed a group of treaties providing for reciprocal tariff reduc¬ 
tions. The broader purposes of the ITO still remained, however, in the 
blueprint stage. 

The Food and Agriculture Organization (FAO) is attempting to de¬ 
velop on a world-wide scale the kind of farm program already in opera¬ 
tion in the United States. On the one hand, it aims to spread scientific 
and mechanized farming methods in the backward areas of the world, 
so that their standard of living may be raised. On the other hand, the 
FAO hopes to develop international arrangements to absorb surplus 
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farm products, and to shift surpluses to those areas where they may be 
needed. 

The International Refugee Organization (IRO) provided relief for 
the refugees and displaced persons in various parts of Europe, and 
helped these people to find permanent homes in various parts of the 
world. 

The International Labor Organization (ILO) was transferred from 
the League of Nations to the United Nations. It consists of representa¬ 
tives of labor, management, and government from each of its member 
nations. Through its annual meetings, the ILO is attempting to set up 
international standards of wages, hours, and working conditions. These 
standards cannot be imposed upon any country; but it is hoped they 
will gradually be accepted. 

The “Bold New Program—Point Four” 

In 1949, international economic cooperation was advanced another 
step, although the size of the step remained to be determined. This was 
the announcement by President Truman (the fourth point in his inau¬ 
gural address) of a “bold new program” for the improvement of under¬ 
developed areas of the world, through the use of American capital and 
technology. The plan was outlined in these words: 

We must embark on a bold new program for making the benefits of our 
scientific advances and industrial progress available for the improvement and 
growth of underdeveloped areas. 

More than half the people of the world are living in conditions approaching 
misery. ... For the first time in history, humanity possesses the knowledge 
and the skill to relieve the suffering of these people. 

I believe that we should make available to peace-loving peoples the ben¬ 
efits of our store of technical knowledge in order to help them realize their 
aspirations for a better life. And in cooperation with other nations, we should 
foster capital investment in areas needing development. 

Our aim should be to help the free peoples of the world, through their own 
efforts, to produce more food, more clothing, more materials for housing, 
and more mechanical power to lighten their burdens. . . . 

This should be a cooperative enterprise in which all nations work together 
through the United Nations and its specialized agencies wherever practicable. 
It must be a world-wide effort for the achievement of peace, plenty, and 
freedom. . . . 

The old imperialism—exploitation for foreign profit—has no place in our 
plans. What we envisage is a program of development based on the concepts 
of democratic fair dealing. 

All countries, including our own, will greatly benefit from a constructive 
program for the better use of the world’s human and natural resources. Ex- 
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perience shows that our commerce with other countries expands as they 
progress industrially and economically. . . . 

Democracy alone can supply the vitalizing force to stir the peoples of the 
world into triumphant action, not only against their human oppressors, but 
also against their ancient enemies—^hunger, misery, and despair. 

Since the announcement of the plan, steps have been taken by Con¬ 
gress, and by the United Nations, to put the plan into eflFect. 


Exercises and Activities 
I Dictionary of Economic Terms 

lend-lcase reciprocal trade agreements 

II Questions and Problems 

1) (a) Why did a thcjusand American economists sign a protest against 
the Hawley-Sriioot tariff bill, \vhen it was being considered in Con¬ 
gress in 193()? (b) Do you think the economists were right? Why or 
why not? 

2) (a) Explain how the Reciprocal Tariff Act of 1934 changed Ameri¬ 
can tariff policy, (b) What were the reasons for this change? (c) 
How does the International Trade Organization carry this tariff 
policy further? 

3) The United States has been charged with failing to go far enough 
in remo\ ing trade barriers in order to increase American imports. 
What evidence could you give for and against this charge? 

4) (a) How did the lend-lease program show that the United States 
had learned from experience? (b) Why did the ‘‘dollar gap” develop 
after World War II, despite the use of lend-lease? 

5) (a) Explain how the Eurof)ean Recovery Program attempted to im¬ 
prove world economic conditions, (b) What factors limited the 
success of ERP? 

6) Describe fixe ways in which the United Nations has been trying to 
improxe economic and social conditions. How much progress has 
been made? 

7) Examine the chart on page 580, showing ERP aid. (a) Summarize 
in a table the proportions of the total going to each of the areas 
mentioned, (b) Do you think it was worth investing this huge 
amount? Why or why not? (c) What relationship is there between 
the graphs on pages 580 and 582? 

8) An economist once remarked, “During the 19th century, the United 
States, as a debtor nation, was on the receiving end of an undesig¬ 
nated Point Four program. Now it is the turn of the United States 
to be at the other end of such a program.” Explain this statement, and 
give your reasons for agreeing or disagreeing with it. 
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9) Show how the effort to stabilize world trade has been, or may be, 
affected by each of the following facts: (a) The development of 
manufacturing in “backward countries” increases, (b) Growing com¬ 
petition in Latin America is felt by the American textile industry, 
(c) The United States government is urged to put quotas on imports 
of petroleum into this country, (d) Great Britain limits purchases of 
American petroleum by business firms in British-controlled areas of 
the world, (e) Efforts to reduce trade barriers in Western Europe 
fail, (f) Brazil asks for more loans from Export-Import Bank to 
develop Brazilian steel industry, (g) Millinery, shoe, and watch¬ 
maker unions in the United States demand higher tariffs on com¬ 
peting imports, (h) A depression develops in the United States. 

Ill Things To Do 

1) Read and report on “President Trumans Fourth Point and the 
United Nations,” Internationul Conciliation No. 452 (published by 
the Carnegie Endowment for International Peace, 405 M^est 117th 
Street, New York 27, N.Y., June, 1949). This is a brief explanation 
of the Point Four program, its relationship to the United Nations, and 
its differences from the European Recovery Program. 

2) Report to the class on the current status of (a) ERP, (b) the Point 
Four program. 

3) On the basis of librar\ research, report on the “most favored nation” 
policy of the United States, and its relationship to reciprocal trade 
agreements. 
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LESSON 


PUBLIC SERVICE AND 
PUBLIC FINANCE 


Government Services 

Every person in the United States receives the services of the federal 
government, his state government, and his local governments. These 
services have become more extensive as our political, economic, and 
social institutions have become more complicated. They have, at the 
same time, become more and more expensive. The problem of public 
finance is twofold: (1) to determine the funds needed by government, 
and (2) to find ways and means of raising these funds. 

The services of government, particularly local government, contrib¬ 
ute directly to our standards of living. Yet many of the services are so 
much a part of dail> life that tliey are hardly noticed. People take for 
granted pa^'ed streets, sidewalks, roads, parks, hospitals, water supply, 
playgrounds, garbage removal, sewage disposal, public schools, and 
other such services. For the individual these services are a “free in¬ 
come,” which raises his standard of living. As standards of living rise, 
the demand for government services grows—free college education, 
housing projects, adequate medical and hospital services, more parks 
and beaches. The cost of government projects and services continues to 
expand. Free income to consumers requires a high level of government 
expenditure. 

As population, cities, and industries grow, government controls be¬ 
come more complex and more costly. The police, fire, judicial, welfare, 
and health departments of government take on more and more func¬ 
tions, employ more individuals, and acquire expensive buildings and 
equipment. Previous lessons have described the broadening of govern¬ 
ment regulation of economic aflFairs. Such activities as supervision of 
banking, insurance, public utilities, stock exchanges, big business, labor 
relations, and farm prices have resulted in the multiplication of govern¬ 
mental agencies and have multiplied government expenses for person¬ 
nel and for administrative organization. 

Government provides financial assistance to individuals and busi¬ 
nesses. Local, state, and federal governments make payments to the 
aged, sick and infirm, widowed and orphaned, and unemployed. Dur¬ 
ing the depression, billions of dollars were spent to reduce suflFering and 
to restore the flow of purchasing power into the consumption of goods. 
In addition, loans and subsidies to farmers, real-estate owners, banks, 
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insurance companies, railroads, and others, saved many enterprises 
from insolvency. Subsidy of shipbuilding and aviation through mail 
contracts has been common. 

Government departments and their experts serve industry in many 
ways. As important to the business firm as to the individual are law and 
order—protection against burglary and fire, judicial enforcement of 
contracts, safeguarding of ideas and inventions through patents and 



Evans in Columbus Dispatch 


Trying to satisfy demands for more services and lower taxes is difficult. 

copyrights. The businessman relies upon the government to maintain 
an eflBcient money and banking system, and to provide roads, tunnels, 
bridges, airports, and post offices. In the federal government the Depart¬ 
ment of State negotiates commercial treaties. It employs consuls in the 
chief cities of foreign countries to protect the persons and business in¬ 
terests of American citizens. The Department of Commerce seeks ways 
of expanding trade opportunities and conducts research regarding busi¬ 
ness conditions. Its Bureau of Standards makes its findings available to 
industry. The Weather Bureau has been of inestimable assistance to 
agriculture and other industries. The Department of Interior serves ex¬ 
tractive industry in a variety of ways. The Department of Agriculture 
serves the farmer in his producing and consuming activities. The 
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Department of Labor offers labor conciliation services. Similar services 
are offered by many state and local government agencies. 

Governments are playing an increasingly important part in techno¬ 
logical and scientific progress. The most spectacular example is the de¬ 
velopment of atomic energy. No private group could have risked the 
billions of dollars which have been, and are being, spent by the govern¬ 
ment to translate theories into practical results. The Department of 
Agriculture has studied control of insects, grain rust, and animal dis¬ 
eases. The Bureau of Mines works on the problem of controlling explo¬ 
sive gases and dusts in the coal mines. The Bureau of Standards 
searches for mildewproof textiles, and for house paints which will be 
less affected by sunlight. The Bureau of Labor Statistics studies the 
spending habits of the families of workers in cities throughout the 
country. State and local agencies have studied such problems as safer 
highways, traffic control, sewage disposal, and prevention of epidemics. 

Government operates some productive enterprises. The federal gov¬ 
ernment produces f nd sells electric power in the Tennessee Valley re¬ 
gion. Man}^ local governments own and operate transportation systems 
or power plants. If these are self-supporting, they involve no net ex¬ 
pense. Occasionally they may yield a net income. If, however, they are 
run at a loss, they may provide the public with cheap goods or services, 
but their maintenance is a net expense to the government. 

As this country’s role as a world power develops, the expense of main¬ 
taining this position grows. Participation in agencies of world govern¬ 
ment, such as the United Nations, the International Bank, and others, 
costs money. Billions have been expended in programs for the relief, 
rehabilitation, and armament of foreign nations under the terms of the 
European Recovery Program, the Truman Doctrine, and the regional 
defense pacts. Expenditure for national defense has become a heavy 
burden. 

The financial effect of mounting government service is shown in the 
table which follows: 

Government Expenditures, 1890-1948* 

(in millions of dollars) 




1S90 

1913 

192S 

mo 

ms 

Federal 


290 

690 

3,970 

8,875 

41,450 

State 


80 

385 

1,825 

3,680 

6,720 

Local 


480 

1,845 

6,815 

5,745 

7,840 


Total 

850 

2,920 

12,610 

18,300 

56,010 


Per Capita (in dollars) 

13 

30 

105 

139 

384 


* Adapted from data of the National Industrial Conference Board 
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In the year 1948, total expenditures of all governments in this coun¬ 
try were 65 times as large as they had been in 1890, over 18 times as 
large as in 1913, and three times as large as in the prewar year 1940. 
A better basis of comparison is the expenditures per capita, since this 
allows for the growth of population. The expenditures per capita in 
1948 were about 30 times as great as they had been in 1890, and three 
times as great as in 1940. In studying these figures, however, we must 
also keep in mind the changes in prices and incomes which have taken 
place during the period. 

Government Spending and Individual Incomes 

Just as businessmen must pay for the factors of production, so must 
the government pay for what is necessary to the performance of its 
functions. It must pay wages and salaries to officials, experts, and all 
those who provide labor of one kind or another. It must purchase sup¬ 
plies, equipment, and materials for roadbuilding, for the armed forces, 
and for its numerous offices, agencies, and projects. No single private 
enterprise in the nation employs as many people, or spends as much on 
goods, as does the federal government. The government also pays inter¬ 
est on the sums which it has borrowed to help meet its vast need for 
funds. The result is that the government is responsible for a large pro¬ 
portion of the amounts paid out as income to individuals and busi¬ 
nesses. 

The table on page 593 shows in round numbers the billions of dol¬ 
lars of income which were created by federal payments in 1947. In that 
year the total national income was 202ri billions. Federal payments ac¬ 
counted for about 31/2 billion dollars worth, or over 15 percent. It is 
probable that payments by state and local governments amounted to 
not less than an additional 10 billion dollars; this would bring the total 
of government payments of income to about 20 percent of national 
income. 

By creating incomes for individuals and business enterprise, govern¬ 
ment spending can greatly influence the economic system. Increased 
government spending has the effect of increasing the spendable income 
of consumers and industry. If it stimulates consumer spending or in¬ 
vestment in capital goods, it may help produce a trend toward inflation. 
A sharp cut in government spending may produce the opposite effect of 
reducing buying and investment, and introduce a deflationary trend. 

Government expenditures have political consequences. The more the 
government spends, the greater is the number of jobs, contracts, and 
subsidies to be distributed by the political party elected to office. Gov¬ 
ernment expenditure is the economic basis of political patronage. 
Charges of waste and corruption in government spending are a familiar 
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part of campaigning for office. Payments by government to groups, such 
as welfare payments, aid to farmers, and subsidies to industry, become 
political issues. Government spending tends to invite competition for 
economic favors from the government. 

Government Income and Individual Incomes 

Government receipts of funds are referred to as revenue. Some gov¬ 
ernment activities produce revenue—^for example, publicly operated 
enterprises like power plants or transit systems. Loans by government 

Direct Creation of Income by the Federal Government, 

1947* 

Types of Payment 
to individuals 

Federal personnel- military 
“ “ —civilian 

Pensions and benefits to vHerans 
Social-welfare beneficiaries 
Interest on federal debt 

TOTAL to individuals 
TO BUSINESS 


Payments for goods and services 8,500 

Aid to farmers 800 

Interest on federal debt 2,300 

TOTAL TO BUSINESS 11,600 

TOTAL TO INDIVIDUAI^ AND BUSINESS 31,400 


Amount in Millions 

$ 3,500 
6,100 

6.900 

1.900 
1,400 

19,800 


* Adapted from Table 6, Economic Reports of the President, January, 1948, p. 29. 


agencies may yield revenue in the form of interest. Admissions to parks 
and beaches, or tolls on roads and bridges, if in excess of costs of main¬ 
tenance, provide revenue. Another source of revenue is fees, payments 
for licenses or permits granted by the government to individuals or 
businesses. However, most government revenue comes from taxation 
and not from fees or from income earned by government enterprise. 

A tax is a payment of money to the government which is required by 
law. Its payment is compulsory and enforced by the legal machinery 
of the government. Failure to pay may mean fine or imprisonment. 
Property may be seized by the government, sold at public auction, and 
the proceeds applied to the payment of taxes due. In bankruptcy pro¬ 
ceedings, unpaid taxes must be paid out of the firm’s assets before pri¬ 
vate creditors may receive any payment. 

If government revenues in any year are greater than the expenditures, 
a surplus is said to exist. The surplus may be used to reduce the amount 
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to be raised by taxation for the year following, or to repay some of the 
government’s debt, or it may be held in reserve for an emergency. 

If government revenues in any years are lower than the expenditures, 
there is a deficit. If a surplus remains from the previous year, it may be 
used to balance the deficit. However, go\'ernment deficits are usually 
covered by borrowing. Government borrowing involves the issuance of 
interest-bearing credit instruments, usually bonds. Gox ernment bonds 
are purchased by investors in this country and other countries. The 
total owed by the government is called the public debt. In this coun¬ 
try it is the sum of the federal, state, and local-government debt. Each 
year these governments must set aside funds to pay the interest on 
the debt; this payment is called debt service. An increase in public 
debt means an increase not only in the amount owed, but also, usually, 
an increase in the sum needed for debt service. 

As government expenditure rises, the taxes and debt also tend to 
rise. In 1913, federal, state, and local taxes amounted to approximately 
$23 per capita, and took about 7 percent of the national income. By 
1936, the per-capita burden of taxes had risen to $82, and the volume 
of taxation had risen to about 17 percent of national income. In 1949, 
the per-capita payment of federal, state, and local taxes was almost five 
times as great as in 1936, about $380 per capita, taking about 25 per¬ 
cent of the national income. Yet this huge increase in taxation has not 
been adequate to finance the mounting volume of government expendi¬ 
ture. This is revealed by the increase in the public debt. In 1920, the 
per-capita public debt was approximately $228; in 1949, it was $1749. 
The net public debt of the federal government in 1947 had reached a 
total of about 250 billion dollars, and the state and local-government 
debt amounted to over 14 billions. 

The means used to raise these huge sums are of major importance to 
the workings of the economy. Taxation reduces the expendable incomes 
in the hands of individuals and business enterprises. Money paid to the 
government as taxes cannot be spent by taxpayers on goods or services 
or invested by them in private enterprises. Through taxation the gov¬ 
ernment takes away part of the national income, and spends, invests, 
or saves it. Hence taxation substitutes government spending, govern¬ 
ment investment, and government saving for spending, investment, or 
saving by individuals. On the other hand, government spending and 
saving may help to increase the national income, thereby increasing 
expendable incomes. 

The processes of government spending and of government financing 
result in the redistribution of a large part of the national income. Tax 
laws, to some extent, determine who shall have money to spend, save, 
and invest. Government takes or borrows from some, and gives or lends 
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to others. Thus public finance has an importance which goes beyond 
providing funds for necessary government services. Public finance is a 
vital factor in the economic and social system. 


Exercises and Activities 
I Dictionary of Economic Terms 

debt service public debt revenue 

deficit public finance surplus 

fee tax 

II Questions and Problems 

1) Make an outline of some of the most important services rendered by 
the government to each of the following: (a) consumers, (b) 
workers, (c) businessmen, (d) the community as a whole. 

2) People talk about the “good old days’" when government had much 
less to do with our daily lives, and taxes were much lower. Do you 
agree or disagree that such days were better than the present? Ex¬ 
plain your answer. 

3) The government is thought of as being the servant of the people, 
and also the master of the people. Show, by specific examples, the 
basis of each viewpoint. Which viewpoint do you think is more 
valid? Why? 

4) Explain how the increasing quantity and variety of government 
services are (a) the result of the industrial revolution, (b) a means 
of increasing or decreasing our incomes. 

5) The National Bureau of Economic Research reported, in 1949, that 
in 1900, one out of every twenty-four American workers was on a 
government payroll; in 1948, one out of every nine workers was a 
public employee. What conclusions would you draw as to the causes 
and effects of this change? 

6) The statement has been made that “big government” has become 
a threat to democracy, (a) What is the basis for this statement? (b) 
Explain why you agree or disagree with the statement. 

7) Note the figures on page 594, showing the increase in percentage of 
national income taken by taxes, (a) What are the reasons for this 
change? (b) What do you think have been the results of this change? 

Ill Things To Do 

1) Ask several people what they think about the fact that taxes take 
about one-fourth of the national income. Report to the class. 

2) Report to the class about some current proposal for adding to the 
functions of the government. Explain why you approve or disapprove 
of the proposal. 
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Types of Taxes 

As a result of the search for sources of revenue, taxes ha\'e multiplied. 
That which is taxed is called the tax base. In the case of the poll tax, 
still used in a few states, the tax is levied as a fixed sum per person. For 
the most part, however, the tax base is some economic factor, such as 
income, ownership of personal or real property, vvealth transferred by 
will or gift, or goods manufactured or sold. A tax law may provide for a 
fixed amount of tax, as for example, a tax of three cents on each gallon 
of gasoline sold. Most taxes, however, are levied as a percent of the tax 
base. This percent is called the tax rate. Thus the federal tax rate on 
jewelry, in 1949, was 20 percent of the value of the goods at retail. 

Income taxes are based on the annual income of individuals and cor¬ 
porations. Those paid by individuals are referred to as personal income 
taxes; those paid by corporations are called corporate income taxes. An 
income tax is levied by the federal government and by about two-thirds 
of the states. Another form of income tax, used occasionally, is the 
excess-projits tax, which is an additional tax on business profits in ex¬ 
cess of a stated amount. It was levied by the federal government dur¬ 
ing the war years, not only to raise revenue, but also to discourage prof¬ 
iteering when goods were scarce and prices high. 

A property tax is an annual payment of a percent of the value of 
property owned. The most common property tax is that on real prop¬ 
erty or real estate—an annual payment of a percent of the value of land 
and buildings owned. It is levied by local governments and is their 
chief source of revenue. The value of the real property, as fixed by the 
government for purposes of computing the tax, is called the assessed 
value. The tax rate is usually quoted as a given number of dollars per 
hundred, or per thousand, dollars of assessed value. Thus, a tax rate of 
$3 per hundred, or $30 per thousand, means a tax of 3 percent of as¬ 
sessed value. With that rate, on property assessed at $50,000, the 
amount of tax would be $1,500. 

An estate or inheritance tax requires payment of a percent of prop¬ 
erty left at death. If paid out of the estate, prior to division among the 
heirs, it is an estate tax; if paid by the heirs out of their shares after di¬ 
vision, it is an inheritance tax. An exemption of a definite sum is al¬ 
lowed, so that no tax is paid on small estates or inheritances. Under the 
federal estate tax, for example, no tax is chargeable on the first $60,000 
of property. To forestall evasion *of estate and inheritance taxes by 
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transfer of property prior to the death of the owner, a gift tax is also 
levied. The gift tax provides for the payment of a percent of the value 
of property acquired by gift. This too is subject to exemptions, so that 
some property may be given away without payment of a gift tax. 

Numerous taxes are levied on the domestic manufacture, sale, or 
transfer of goods or services during the normal course of business op¬ 
erations. These are called excise taxes, A manufacturer s excise tax is a 
tax paid on the manufacture of goods or services. In 1949 there were 
federal excise taxes on many products including tobacco, automobile 
chassis and parts, firearms, gasoline, guns, tires and tubes, refrigerators, 
sporting goods, musical instruments, photographic apparatus and sup¬ 
plies, electric-light bulbs, liquor, oleomargarine, and other products. 
States also levied manufacturer s excise taxes, often on the same prod¬ 
ucts taxed by the federal government. Some of these are collected by 
the sale of revenue stamps to manufacturers, and others are paid by 
manufacturers as a percentage of sales. A retailers excise tax is a tax 
paid by retailers on the retail sales of specified products. In 1949 the 
federal government collected, from retailers, taxes on jewelry, furs, cos¬ 
metics, luggage, watches and alarm clocks. Excise taxes are also levied 
on services. Thus there are federal taxes on admissions to theaters and 
other recreational activities, on transportation, on telephone, cable, and 
telegraph services, and on safe-deposit boxes. Many states and local 
communities levy a sales tax, which is a tax on wholesale or retail sales 
of goods and services in general, although foods, medicines, and per¬ 
sonal services are often exempted. The sales tax is levied as a fixed per¬ 
cent of the selling price. 

Another tax levied on goods is the tax on imports, called a tariff or 
duty. It may be levied merely to raise revenue. Often, however, it 
aims at discouraging the importing of the commodity on which it is lev¬ 
ied, to protect domestic producers from foreign competition. Hence it 
is often called a protective tariff. Because protective tariffs tend to 
limit the imports of the products taxed, they do not provide large 
revenues. A tax on exports is prohibited by our Constitution. Other 
countries, however, have made use of this form of tax. Chile, when nat¬ 
ural nitrates were in demand, made export duties on nitrates its chief 
source of revenue. 

Social-security legislation has introduced two additional kinds of 
taxes. The payroll tax is a percent of payroll paid by employers to de¬ 
fray the expenses of old-age pensions and unemployment insurance for 
employees. In addition, employees pay a tax on wages, often called a 
social-security tax, toward their old-age pensions. The tax is deducted 
by the employer from the workers’ wages and paid by the employer to 
the government. 
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Paying Personal Income Taxes 

Income-tax rates are not uniform for all taxpayers. Individual rates 
diflFer from corporate rates; the rates also vary with the size of the in¬ 
come. The federal tax rate on personal incomes earned in 1949 was 20 
percent on the first $2000 of taxable income, 22 percent on the next 
$2000, 26 percent on the next $2000, and so on until the rate reached 
91 percent on taxable incomes above $200,000. Such a tax rate, varying 
with the level or bracket of income, is called a “graduated rate.” 

The amount of income tax which a person pays depends on three 
factors. The first is the amount of the person’s earnings; that is, his gross 
income. The second is the number of exemptions which the taxpayer is 
given for himself and each of his dependents. A dependent is a close 
relative (wife or husband, child, in-law, uncle, aunt, nephew, niece, 
or close relative by law) who does not have an income above a speci¬ 
fied amount, and who gets more than half of his financial support from 
the taxpayer claiming him as a dependent. For each exemption the tax¬ 
payer may subtract a specified amount from the gross income. The 
third factor is the deductions made by the taxpayer; that is, the amount 
which the taxpayer is legally allowed to subtract from his gross income 
because of contributions to charitable, religious, educational, and civic 
organizations; interest paid on personal loans; certain taxes; medical 
and dental expenses abo>’e a minimum amount. Subtracting exemp¬ 
tions and deductions from gross income leaves the taxable income, on 
the basis of which the tax is calculated. 

For most people, paying the income tax has been made simple and 
convenient through the use of the withholding tax. An amount is de¬ 
ducted by the employer from the pay of the worker, with the expecta¬ 
tion that, at the end of the year, the deductions will approximately 
equal the total tax due to the government. The amount withheld de¬ 
pends upon the amount of wages and upon the number of exemptions. 
The rate of the withholding tax is calculated so as to allow automati¬ 
cally a standard deduction for contributions, medical expenses, and 
so on. 

At the beginning of each year every employer must give a withhold¬ 
ing statement to every person who has worked for him during the pre¬ 
vious year. This statement is a slip showing the total amount of wages 
paid by the employer to the employee, and the total amount of taxes 
deducted. If a person has had more than one employer during the pre¬ 
vious year, he gets a withholding statement from each employer. For a 
worker earning under $5000, paying the tax is not complicated. On or 
before March 15th, he mails or brings the withholding statement to the 
nearest oflBce of the Collector of Internal Revenue. If the amount with¬ 
held during the year equals the amount of taxes he should pay the 
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government, then he hears nothing further from the government. If 
the amount withheld is greater than what he should pay, he receives 
a tax-refund check. If the amount withheld is less than what he 
should pay, he must pay the balance. The worker whose wages are 
above $5000 has to fill out a tax form, but the process is essentially 
the same. 

The withholding of taxes is used for wages, not for fees, rents, divi¬ 
dends, and other forms of income. Business and professional men, and 
people who receive income from investments, are required, therefore, 
to file quarterly reports of their earnings and estimates of taxes due. 
These taxes may be paid in a lump sum, or in installments with each 
quarterly estimate. 

Budget Procedures 

Each year the government estimates its expenses and revenues for 
the year to follow. This annual estim.ate of expenditures and revenues 
for the following year is called the government’s budget. The problem 
is somewhat diflFerent from that facing the family in the preparation of 
the family budget. The family has a fairly accurate idea of what its in¬ 
come will be; budget preparation is largely a matter of dividing known 
income among items of anticipated expense. The government, on the 
other hand, will generally start with a list of expenses; the problem is 
to provide revenue to meet these expenses. 

Legislation authorizes and defines the services and activities of the 
government. When a government activity requires the expenditure of 
funds, there must be legislative authorization of the expenditure; such 
authorization is referred to as an appropriation. In the House of Repre¬ 
sentatives and the Senate there are Appropriation Committees, which 
study bills providing for appropriation of funds and make recommen¬ 
dations. They may recommend the amount provided for in the original 
bill, or a different amount. Having agreed to appropriate funds. Con¬ 
gress has the responsibility of legislating the means of raising them. In 
the federal government, a law creating a government service may sim¬ 
ply state that the necessary funds be provided by the Treasury, or it 
may specify that revenues from a particular tax or bond issue be used. 
The Ways and Means Committee of the House of Representatives and 
the Finance Committee of the Senate are charged with the responsibil¬ 
ity of analyzing bills for the raising of funds. 

The task of preparing the annual budget is the responsibility of the 
executive branch of the government. The President secures from each 
department of government an estimate of its needs for the coming year. 
These estimates are turned over to the Budget Director, the federal oflB- 
cial charged with preparing the budget to be submitted by the Presi- 
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dent. In consultation with the President, the cabinet, and the Presi¬ 
dent’s economic and political advisers, the Budget Director totals the 
expenses and lists the anticipated revenues. The expenses may include 
the costs of proposed legislation, and the revenues may include pro¬ 
posed taxing or borrowing operations. 

The budget, as finally drawn, represents the program of the govern- 
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merit for the coming year. It is affected by the many pressures which 
the government feels from all sides. Government employees may want 
higher salaries; the various departments may wish to expand their ac¬ 
tivities; there may be a demand for public housing and power projects; 
and the farmers may seek government support for farm prices. These 
proposals may be fought by those who want the budget cut, so that 
taxes can be lowered. The budget tends, therefore, to be a compromise. 
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Note the importance of state and federal aid on the income side. Real- 
estate taxes are the chief source of income. 


The President’s budget goes to Congress in January. It provides for 
expenditure and income from July 1 to June 30 of the following year; 
this is the fiscal period in the federal government. Before 1950, Con¬ 
gress did not, however, adopt a budget, in the true sense of the word. 
The budget was not considered in Congress as a single, all-inclusive 
bill. Instead, Congress passed a series of appropriation and tax bills. 
Each appropriation bill authorized the expenditure of funds for spe¬ 
cific purposes, and each tax bill authorized the government to levy cer¬ 
tain taxes. These bills were treated like other legislative proposals. By 
the time all the appropriations and tax bills had gone through com¬ 
mittees and the two Houses of Congress, the result was usually differ¬ 
ent from the budget submitted by the President. In 1950, however, 
Congress began to experiment with a single, all-inclusive appropriation 
bill. 

In most of our state and local governments, the chief executive has 
more influence over the budget. The budget preparation is similar to 




602 


Government and Taxation 


[Unit 13 

federal budgeting, but generally the budget is adopted as a whole, and 
is likely to be reasonably close to that recommended by the governor or 
the mayor. 

Local governments are created by state charter. Therefore, in budget¬ 
making, they are controlled by state law and the provisions of their 
charters. It is common practice for the state to set a limit to the amount 
that a local government is permitted to raise by taxation and borrowing. 

A government budget is an estimate. Actual expenditures and reve¬ 
nues for the year may vary considerably from the budget estimate. Gen¬ 
erally it is possible to legislate for additional expense and additional 
taxation after the budget is adopted. Unanticipated events, such as 
drought, flood, unemployment, or war, may require extensive modifica¬ 
tion of financial plans. An anticipated surplus may turn into an actual 
deficit, or vice versa. Yet a budget, though tentative, is an important 
document. The proposed expenditures give a picture of the govern¬ 
ment’s goals. The proposals for raising revenue provide a clue to its eco¬ 
nomic philosophy and sense of economic justice. 

Federal, State, and Locai Budgets 

Government budgets are complex. The diagrams on pages 600 and 
601 offer a simplified comparison of a federal budget with a state 
and local budget. The budgets of New York State and New York City 
are used because of population and size, rather than because they are 
entirely typical. However, the sources of revenue and the types of ex¬ 
penditure shown are to be found in most state and local budgets, re¬ 
gardless of size. 

Service on the public debt is an expense common to all. In the budg¬ 
ets shown, the federal government’s expense for interest was about 14 
percent of its total expenditure, compared to about SM percent for New 
York State, and almost 20 percent for New York City. 

National defense, international affairs, veteran’s payments, and inter¬ 
est on the public debt (most of it the result of war) accounted for about 
66 percent of the federal budget. In the state and city budgets, the 
chief item was education, which took 22 percent of the state’s budget 
and almost 19 percent of the city’s budget. 

Study of the budgets reveals a financial interrelationship among the 
governments. State expenditures are shown divided into two headings: 
"local assistance,” which took almost 56 percent of the total, and “state 
purposes,” which took the balance. In other words, over half of the 
state’s expenditures were to assist the financing of local governments. 
This is shown on the income side of the city budget; New York City re¬ 
ceived 15 percent of income from the state, and 3 percent from the fed¬ 
eral government. The federal government grants federal aid —that is. 
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financial assistance—to both state and local governments; the states 
grant state aid (financial assistance) to local governments. 

Direct taxes paid by individuals and businesses, mainly income taxes, 
accounted for about three-fourths of federal revenue. The proportion in 
New York State was considerably smaller, and income taxes were not 
used by the city. Excise taxes, including the temporary “luxury taxes” 
of war years, although higher than usual, were not a major contributor 
of federal revenue. The state, on the other hand, gained approximately 
one-third of its income from excise taxes, and a city sales tax contrib¬ 
uted substantially to the city’s treasury. The chief source of tax revenue 
to the city, however, was the real-property tax, which does not appear 
as a source of revenue in the federal or state budgets. 


Exercises and Activities 
I Dictionary of Economic Terms 


appropriation 
assessed value 
budget 
estate tax 
excess-profits tax 
excise tax 
federal aid 


fiscal period 
gift tax 

inheritance tax 
income tax 
payroll tax 
poll tax 
property tax 


sales tax 

social-security tax 
state aid 
taxable income 
tax base 
tax rate 

withholding tax 


II Questions and Problems 

1) In each of the following cases, tell the kind of payment due; and 
whether to federal, state, or local governments, (a) John goes 
for a ride, and buys ten gallons of gasoline, (b) At the filling 
station, he buys a package of cigarettes, (c) He “steps on the gas,” 
and gets a ticket from a traffic officer, (d) The officer warns him 
that its time to get new license plates for the car. (e) On arrival 
home, John finds a notice that a new sewer will be installed on the 
street on which he owns a house, (f) A few days later a relative 
dies and leaves John $50,000. (g) John goes into business and makes 
$8000 the first year, (h) John now decides to get married, and buys 
his fiancee a pearl necklace made in Paris. 

2) List the factors which determine how much income tax an individual 
pays each year. 

3) (a) What are the advantages in requiring the government to make 
an annual budget? (b) Explain how the making of the federal 
budget differs from the budget-making of most state and local gov¬ 
ernments. 

4) Study the three budgets on pages 600 and 601. What are the im¬ 
portant similarities and diflFerences in these budgets? 
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5) (a) Explain why federal aid and state aid have become important 
in our system of public finance, (b) What are the chief forms of 
federal aid now being given to the states? (c) What forms of state 
aid does your local government receive? 

Ill Things To Do 

1) Make a list of the taxes which you and your family have paid, di¬ 
rectly and indirectly, during the past few weeks. Why is it difficult 
to know the total amount? 

2) Compare the latest federal budget with the federal budget oh 
page 600. 

3) Compare the latest budgets of your own state and local governments 
with those of New York State and New York City, as to items in¬ 
cluded and amounts of money. 

4) Read U.S.A.: Measure of a Nation (Twentieth Century Fund, 1949), 
Chapter 17, for a brief graphic summary of trends in government 
budgets. 


LESSO X 



PROBLEMS OF TAXATION 


The Tax Burden 

Although it is admitted that all must share in paying the common ex¬ 
penses of government, people do not enjoy paying taxes. The payment 
of taxes reduces the amount which the individual (or business enter¬ 
prise) can spend. Will Johnstone’s famous cartoon of the taxpayer, clad 
only in a barrel, has become a classic way of portraying taxation as de¬ 
priving us of our income and wealth. Moreover, although the taxpayer 
may be resigned to the payment of taxes as a necessary evil, he is often 
suspicious that others are not carrying a fair share of the burden. 

What is a just basis for determining who is to pay taxes, and how 
much each is to pay? One answer could be the benefit principle of tax¬ 
ation. This states that individuals should be taxed in proportion to the 
amount of benefit received from government services. Thus, taxes for 
the support of schools would be paid by those having children in school; 
taxes for the building and upkeep of roads would be paid by those mak¬ 
ing use of the roads. To some extent, the benefit principle is followed in 
levying taxes. Some states levy a gasoline tax, and try to devote its pro¬ 
ceeds to road building; thus the automobile owner or truck owner pays 
for the costs of the roads which he uses. Social-security taxes on wages 
are paid only by those eligible to receive federal old-age pensions. The 
benefit principle is illustrated also by fees for licenses and permits and 
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by the special assessments which local governments levy. The special 
assessment is a charge to owners of real property for part of the cost of 
building sewers, streets, and other improvements which increase the 
value of the property. 

The benefit principle, however, cannot be applied fully. In the first 
place, it is impossible to measure exactly the amount of benefit a par¬ 
ticular person or family receives from a given service or expenditure by 
the government. Police and fire protection, street cleaning, public- 



Will B. Johnstone in N.Y. World-Telegram 


health services, parks, national defense, and many other government 
services are maintained for the community as a whole. In the second 
place, basing taxes exclusively on the benefit principle would make 
many government services too expensive for the majority of the people. 
The wealthy would be able to provide the services for themselves, and 
the poor would have to do without them. Education, for example, would 
become the exclusive privilege of the well-to-do; hospital and health 
services would be a luxury. It would hardly pay to build playgrounds 
for the children of the relatively few families who could afford the 
admission prices which would be needed to put the playgrounds on a 
self-supporting basis. 

It is therefore agreed that just distribution of tax burden requires that 
taxes be levied in accordance with ability to pay. The ability-to-pay 
principle of taxation states that those with greater income or wealth 
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EFFECT OF THE AMERICAN TAX SYSTEM 
ON VARIOUS INCOME CLASSES 
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The chart shov/s the burden of taxes as a proportion of income. Indirect as 
well as direct taxes are included. Indirect taxes made the tax burden as 
heavy for low-income families as for middle-income families. The progressive 
effects of income taxes were evident in income groups above $10,000. As a 
result of increases in tax rates during the 1940’s, the tax system has become 
more progressive in the lower brackets. (Data from TNEC Monograph No. 20) 


be taxed more heavily than those with lower income or wealth. This 
principle is applied in income taxes, real-property taxes, inheritance 
taxes, and many of our luxury taxes. It is most obviously not applied in 
the case of a poll tax, in which each individual pays a stated amount 
regardless of income or wealth. 

The graph on this page shows the results of a study of the relation¬ 
ship of 1939 tax payments to the income of taxpayers. The length of 
the bar shows the percent of income which went for tax payments. The 
lowest income group, with incomes under $500 for the year, spent 21.9 
percent for taxes, an average amount of a little over $75. Income groups 
ranging from $500 per year to $10,000 per year spent a somewhat lower 
percent on taxes, between 17 and 18 percent. For groups with incomes 
above $10,000, the taxes rose as income rose, both in number of dollars 
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paid and in percent of income. If the weight of the tax burden is meas¬ 
ured by the number of dollars of taxes paid, then, according to the 
chart, the tax burden rose as income rose. However, if the tax burden 
is measured by the proportion of income paid in taxes, then it was 
greatest at the extremes, the families with incomes under $500, and 
those with incomes above $10,000. 


Direct and Indirect Taxes 

The graph brings strikingly to attention a fact that is often over¬ 
looked; everybody pays taxes. Families v^th incomes of less than $500 
paid over one-fifth of their income in taxes. Yet it is certain that these 
families were not aware of the fact that tax payments were taking so 
large a proportion of their incomes. The reason was that most of their 
taxes were hidden in the prices of goods and services which they 
bought. 

When a person pays an income tax, inheritance tax, or poll tax to the 
government, he is well aware of the fact that he is paying a tax. Such 
taxes are called direct taxes because they are levied openly and directly 
upon the taxpayer. The government does not expect these taxes to be 
shifted, passed along, to other persons. 

Indirect taxes are levied by the government with the expectation that 
those from whom the taxes are collected will shift the taxes to others. 
This occurs when the government places taxes upon the manufacture, 
sale, or importation of goods and services. The businessman who pays 
such taxes figures them as part of his costs and gets them back in his 
selling price. The tax is thus shifted from one seller to another, until it 
is ultimately paid by the final consumer of the goods or services which 
have been taxed. Excise taxes, sales taxes, and import duties are nor¬ 
mally shifted in this way to the consumers. 

The tax on real property is generally an indirect tax, since the land¬ 
lord regards his taxes as one of the costs which must be covered by the 
rents he collects. If, however, a person occupies his own home, and has 
no tenants, the real-estate tax has the effect of a direct tax. 

The person to whom an indirect tax is shifted sometimes knows that 
the purchase price includes a stated amount of tax. This may be true 
when the tax is on a product which must bear a tax or revenue stamp. 
The manufacturer of playing cards or tobacco products buys tax stamps 
from the government, affixes the stamps to the product, and includes 
the cost of the stamp in the selling price. The consumer also realizes 
that he is paying a tax when it is collected separately by the seller. This 
is so in the case of the federal tax on admissions, and sometimes in the 
case of a state or local sales tax. Where the retailer is required by law 
to quote the excise or sales tax separately from the price, the excise or 
sales tax may have the effect of a direct tax. 
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Frequently, however, the consumer is not aware that his purchase 
price includes tax payments; and rarely does he know exactly how large 
the tax payment is. Thus, indirect taxes included in the purchase price 
of goods or services, passed down to the final buyer by manufacturers 
and middlemen, are often called hidden taxes. 

The burden of indirect taxes, many of them hidden, accounts for the 
larger part of the tax burden of lower income groups. Thus, over 20 
percent of the income of families earning less than $500 in 1938-1939 
went for indirect taxes, while slightly over 1 percent went for direct 
taxes. On the other hand, in families with incomes of over $20,000, only 
a little more than 5 percent of income went to pay indirect taxes, while 
direct taxes took almost 33 percent of income. State and local taxes 
tend to be indirect; federal taxes, direct. This fact can be confirmed 
by reexamining the budgets compared in the previous lesson and noting 
that the personal-income tax, a direct tax, contributes a far larger pro¬ 
portion of federal revenue than of state or local revenue. 

Progressive, Proportioxal, and Regressive Taxation 

The burden of a particular tax may best be measured by comparing 
the tax to the income of the taxpayer. If an individual with an income of 
$500 pays a tax of $50, and an individual with an income of $5000 also 
pays $50, then both are paying the same amount of tax. However, the 
tax burden is heavier for the person with the lower income. The man 
with $500 in income is paying 10 percent of it as tax, while the one with 
$5000 income is paying only 1 percent. A tax which takes a higher per¬ 
cent of low incomes than of high incomes is called a regressive 
tax. A regressive tax contradicts the principle of taxation in accordance 
with ability to pay. 

Indirect taxes on goods and services tend to be regressive in effect. A 
sales tax of 2 percent on the purchase of a fifty-dollar suit costs every 
buyer the same amount, an additional dollar. But the lower the income 
of the purchaser, the greater is the burden of the tax. The medium- 
income family using the family car for a week-end excursion pays the 
same cent-and-a-half per gallon—the federal tax on gasoline—as does 
the millionaire being driven to his country estate. In proportion to in¬ 
come, the medium-income family is being taxed more heavily for gaso¬ 
line than is the millionaire. It is, of course, true that the millionaire will 
pay more in taxes on furs and jewelry than the poor family, which buys 
none and therefore pays no taxes. These taxes are nevertheless regres¬ 
sive in nature, for they are based upon the amount of consumption and 
not upon the income of the payer. 

A proportional tax is one which takes a constant, or equal, percent of 
income. Thus, if the family with an income of $500 pays $50 in tax and 
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the family with $5000 pays ten times as much, or $500, the tax rate in 
each case is the same, 10 percent. The closest approach to a propor¬ 
tional tax is the social-security tax; the percentage is the same for all 
workers who pay the tax. This tax is somewhat regressive, however, 
because the tax applies only to wages up to a specified limit. Workers 
earning more than this limit are therefore paying a slightly lower per¬ 
cent of their total income. 

A progressive tax is one which takes a larger proportion, or percent, 
of the income as the income increases. For example, the individual with 
an income of $500 pays $50, or 10 percent, and the person with an in¬ 
come of $5000 pays $700, or 14 percent. The federal income tax is an 
example of a progressive tax. The table which follows was computed 
from the schedule of federal tax rates applied to 1949 incomes: 


Taxable Income 

Amcjunt of Tax 

Tax as Percent of 
Income 

Spendable 

Income 

$‘2000 

$400 

20 

$1600 

$20,000 

$7260 

36.3 

$12,740 

$200,000 

$156,820 

78.4 

$43,180 

$2,000,000 

$1,794,820 

89.7 

$205,180 


It will be observed that in this table each succeeding amount of taxable 
income is ten times as great as the preceding one. The amount of taxes, 
shown in the second column, increases by more than ten times for each 
step; for example, $7260, the tax on $20,000, is over 18 times as great 
as $400, the tax on $2000. This progressive increase in taxation is shown 
in the third column as an increasing percent of tax to taxable income. 
The final column shows the amount of income retained by the taxpayer. 
This amount increases at a much slower rate than taxable income. 

Problems of Progressive Taxation 

Why have we not used a proportional, rather than a progressive, 
income tax? The answer lies in EngeFs Law, which you studied in 
Lesson 10. You learned that as family income increases, the percentage 
of the income spent for necessities declines, and the percentage for 
luxuries and savings increases. This means that taxes paid by the low- 
income family cut down the amount of necessities which the family can 
buy. Taxes paid by high-income families can come mainly out of their 
luxuries and savings. If all families were taxed at the same rate, the 
sacrifice for the low-income families would be relatively much greater 
than for the upper-income families. 

Some groups have suggested the gradual elimination of indirect 
taxes, and the financing of government entirely by means of a progres¬ 
sive income tax. They argue, first of all, that the progressive income tax 
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is the fairest kind of tax, based on ability to pay. Indirect taxes bear 
most heavily on the lower-income groups; removing such taxes will 
increase the real income of these groups. The fact that regressive taxes 
are often hidden is also used as an argument for discontinuing their use. 
Every citizen, it is said, should be fully aware of how much he is paying 
in taxes. He will then be more likely to be interested in the revenues and 
expenditures of his go\’ernment. 

The opposition to complete dependence on a progressive income tax 
is based on several points. If all indirect taxes were removed, the loss of 
revenue would undoubtedly have to be offset by increasing the income- 
tax rates. High income-tax rates, in the opinion of some groups, may 
lessen the effecti\ eness of the free-enterprise system, by reducing pri¬ 
vate saving and in\^estment, most of which is done by middle-income 
and high-income groups. Moreover, there may be little inducement to 
businessmen to expand their businesses, or to start new enterprises. If 
private saving and investment shrink, it is argued, there will be more 
dependence upon the government to supply capital for needed enter¬ 
prises, and a trend toward socialistic control of business. 

Another problem which arises in connection with progressi\'e taxation 
is the fact that the revenues from the income tax are unstable. In good 
times the revenues may be greater than planned, producing surpluses 
which may be wasted in needless expenditures. When times turn bad, 
the revenue from the income tax shrinks, at the very time when more 
funds are needed for relief, public works, and subsidies. Experience has 
shown that the returns from real-estate, sales, and excise taxes fluctuate 
less. It is felt that mixing the various kinds of taxes keeps public rev¬ 
enues on a more even level. 

CONSIDER.\TIONS IN TaX PoLICY 

In determining which taxes to levy and how to levy them, certain 
considerations must be kept in mind. The first question to be raised is, 
“WiU the tax yield revenues which are large enough?” Experience has 
shown that, whatever tax is used, the amount that can be raised de¬ 
pends upon the size of the national income. If business conditions are 
bad, and incomes and employment are low, taxes will raise less in 
revenue than under conditions of good business and high income. 
Therefore, a second consideration of prime importance is, “What is the 
effect of the tax on business enterprise and economic conditions?^^ 
Should a given tax provoke a deflationary trend and a depression in 
business activity, the tax yield may be considerably lower than antici¬ 
pated. 

A third question of importance, also related to the revenue yielded by 
a tax, is, “How difficult and how costly will it be to collect?” If a tax law 
is easy to evade, the revenue resulting from the tax will be less than 
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expected. If expensive procedures and policing are necessary to secure 
adequate enforcement, the net revenue from tax collections will be 
considerably reduced. Furthermore, a tax which invites evasion and 
requires too much policing may cause injustice in distribution of the 
tax burden, make for excessive interference with individual liberties, 
and provoke considerable resentment. 

A fourth question is, ‘‘How just is the distribution of the tax burden?” 
If the principle on which the tax is levied is the benefit principle, there 
must be means of ascertaining that the tax burden is actually in ac¬ 
cordance with benefit received. If the aim is to tax in accordance with 
ability to pay, the tax rates should be graduated in order to provide for 
progressive taxation, and regressive features must be avoided. 

A fifth consideration is, “Aie taxes uniform for the country as a 
whole?” If taxes vary from one locality lo another, then the tax burden 
depends upon where one happens to be, rather than on ability to pay. 
Besides the federal government, for.y-eight states and many thousands 
of cities, towns and villages levy taxes, independently of one another. 
Income taxes and sales taxes, particularly, vary from one state to an¬ 
other. State and city administrations find it difficult to finance needed 
activities, because they are afraid that higher taxes will drive wealthy 
residents and large business firms to places where taxes are lower. 

A final consideration is, “To what extent is the purpose of the tax 
some measure of social control, rather than a source of revenue?” The 
federal tariff is not aimed at producing large revenue, but at discour¬ 
aging foreign competition. The excise taxes on tobacco, liquor, and 
playing cards are also means of limiting consumption of goods con¬ 
sidered by some to be unnecessary and undesirable. The inheritance 
and estate taxes are means of limiting the accumulation of wealth. 

An actual tax measure is a compromise among all these varying con¬ 
siderations. It will depend upon the economic conditions facing the 
nation at the time, and upon the political and social sentiments which 
prevail. It will also depend upon the volume of government expendi¬ 
ture which is regarded as necessary and desirable. Another considera¬ 
tion will be whether the government wishes, and is able, to use borrow¬ 
ing as an alternative to taxation. 


Exercises and Activities 
I Dictionary of Economic Terms 

regressive tax 
shifting of tax 
special assessment 


ability-to-pay prin¬ 
ciple 

benefit principle 
direct tax 


hidden tax 
indirect tax 
progressive tax 
proportional tax 
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II Questions and Problems 

1) The American colonists fought against England in 1776 because they 
resented taxes. Why did they give their new national government of 
1789 the power to tax? 

2) Write a paragraph answering the question, “Who pays taxes”? 

3) A magazine once published an article entitled, “Taxes: How Much 
Do You Really Pay”? What was the meaning of the title? 

4) Write a piuragraph summarizing the chart on page 606. 

5) (a) Explain and give examples of the benefit theory of taxation and 
the ability-to-pay principle, (b) List the arguments for and against 
each theory. 

6) The famous French finance minister, Colbert, in the 17th century, 
said, “Taxation is the art of plucking the goose in such a way as to 
cause the least squawk.” What did Colbert mean? What kind of 
taxes did he favor using? What is your opinion of his statement? 

7) (a) Explain the basis for distinguishing among a regressive, a pro¬ 
portional, and a progressive tax. (b) List arguments for and against 
progressive taxation. 

8) (a) What is meant by “Robin Hood taxation”? (b) What arguments 
can you give for and against this approach to public finance? 

9) (a) How has the industrial revolution made it possible to shift from 
regressive to progressive taxes during the past hundred years? (b) 
Has this change l^een a good or bad one? Why? 

10) A prominent taxpayer organization has advocated that the Constitu¬ 
tion be amended to put a limit of 25 percent on income-tax rates. 
Explain why you would favor or oppose this proposal. 

11) There has been much agitation in recent years for the elimination of 
regressive taxes, so that the tax system would be entirely progressive. 
What would be the benefits of such a change? What would be the 
disadvantages? 

12) “The United States is being forced toward socialism by a tax revolu¬ 
tion of far-reaching consequences.” (Advertisement, Herald Tribune, 
New York, March 12, 1948.) (a) What is meant by “tax revolution”? 

(b) How could taxes be used to force this country toward socialism? 

(c) Explain why you agree or disagree with the statement. 

Ill Things To Do 

1) Report on taxpayer organizations in your community. Secure their 
literature, and summarize their main proposals. 

2) Make a collection of cartoons about the problems of the taxpayer. 
Better still, draw a cartoon expressing your own views on the matter. 

3) Organize the class as a congressional committee on taxation. Work 
out a program for whatever improvement of the tax system you may 
decide is needed. 
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Budgets and Debt 

Public finance has been an issue of major importance in almost every 
political campaign of recent years. There has been vigorous controversy 
over the effects upon the economy of heavy spending, high rates of 
taxation, and borrowing. 

The annual expenditures of the federal government for the years 
1914 to 1916 averaged about 750 million dollars, and the federal debt 
was slightly over 1 billion dollars. The new federal income tax, estab¬ 
lished in 1916, following the ratification of the Sixteenth Amendment, 
provided for tax rates which, compared to present rates, were extremely 
low. 

World War I revolutionized standards of measurements in public 
finance. People became accustomed to thinking in terms of billions of 
dollars of expenditure and debt. In 1918 and 1919, the federal govern¬ 
ment spent tens of billions for the war, and was left with a debt of 
nearly 26 billions. The extraordinary prosperity in the 1920's, however, 
made it relatively easy for the government to meet these obligations. 
Government expenditures were stabilized at about three billion dollars 
annually; while federal revenues were large enough to produce annual 
surpluses of from one-half to one billion dollars per year. Between 1920 
and 1930 the government paid oflE ten billions of the federal debt, while 
at the same time reducing income-tax rates. 

This happy situation was ended by the severe depression which 
lasted through most of the decade of the 1930’s. The financial burden 
of relief payments, public-works projects, and aid to farming and in¬ 
dustry boosted federal expenditures to new peacetime heights. The 
annual budget ranged from 7 to 9 billions. The decline in national in¬ 
come sharply reduced the ability to increase federal revenues to meet 
expanding expense. The result was deficits of from 2 to 4 billions an¬ 
nually. By the later 1930’s the federal debt had risen to about 40 bil¬ 
lions. 

Even before our entry into World War II, the adoption of a defense 
program, a peacetime draft, and lend-lease expanded the federal 
budget. For the war years, 1942-1946, the government’s expenditures 
added up to nearly 400 billion dollars. Although the wartime prosper¬ 
ity enabled the government to collect large amounts of taxes, annual 
deficits were over 50 billions for three consecutive years. At the end of 
the fiscal year of 1946, the federal debt had reached a new peak of 270 
billions. 
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TREND OF THE FEDERAL BUDGET 

IN BILLIONS OF DOLLARS 



1929 1931 1933 1935 1937 1939 1941 1943 1945 1947 1949 


Graphic Syndicate 

During most of the past 20 years the federal government spent beyond the 
tax revenues; hence there have been deficits. This was caused by the de¬ 
pression during the thirties and the war during the forties. 

With high levels of production and national income continuing into 
the postwar period, tax collections remained at a high level. At the 
same time, war expenditures dropped. In 1947 and 1948, for the first 
time since 1930, the federal budget showed a surplus rather than a 
deficit. The process of paying off the huge debt was begun. The devel¬ 
opment of strained international relations, involving the need for large 
expenditures for defense and. for assistance to Western European na¬ 
tions, prevented the continuation of the drop in expenditure. In addi¬ 
tion, the demands for expanded welfare programs in housing and social 
security created the possibility of further deficits and expansion of debt. 

The charts on these pages show the course of the federal budget and 
debt from 1929 to 1949. The connection between budgetary deficits 
and debt is clearly shown. 

The Controversy over Government Spending 

In 1947 and 1948 the federal budget had a surplus of revenues over 
expenditures. This touched off a controversy as to the relative merits 
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COURSE OF THE NATIONAL DEBT 

IN BILLIONS OF DOLLARS 



Syndicate 


The deficits shown in the graph on the opposite page were made up by 
borrowing; hence the mounting public debt. The bar chart in the upper left- 
hand corner shows that the public debt has grown in relation to national 
income as well as in total number of dollars. 

of lowering tax rates, paying oflF the debt, or increasing expenditures to 
permit expanded government services. 

Large federal budgets are opposed on several grounds. Opponents 
of spending argue that much government expenditure is based on 
political pressure rather than genuine need. They argue, for example, 
that the weight of votes cast by farmers or workers, rather than the de¬ 
gree of need, determines the volume of spending by government. They 
point to multiplication of federal agencies and personnel as evidence 
of the wasteful and uneconomical spending procedures of government. 

Many critics of government spending are in thorough disagreement 
with the purposes for which the money is spent. They believe that 
expenditure for such purposes as aid to farmers, relief of the unem¬ 
ployed, and the establishment or support of government enterprises like 
TVA and public housing, are not only expensive but also a danger to 
the system of private enterprise. Money spent by government is money 
distributed as incomes to those who receive it. More and more govern- 
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ment spending, to provide a greater proportion of conveniences, serv¬ 
ices, and security, the critics say, will make the people lean more 
heavily on the government. It will make the role of the government 
as producer more important, and the role of the individual less so. This, 
the critics argue, will lead the country into a socialistic system in which 
the government, rather than the individual, will play the central part. 

Defenders of the expansion of government spending argue that this 
expansion has been necessary to preserve the economic system. The 
fact is, they remind critics, that economic problems required govern¬ 
ment spending, rather than that government spending created economic 
problems. The huge spending of the 1930*s was the product of a world¬ 
wide depression. Unemployment, low prices, strikes by workers and 
farmers, the lowest national income in years, thousands of enterprises 
failing or on the edge of failure—these were concrete evidences of the 
need for emergency action by the government, welcomed by all at the 
time of crisis. In the opinion of the supporters of government spending, 
the deficits incurred during the depression years were a means of pre¬ 
serving economic individualism rather than destroying it. They point 
to the development of communism and fascism in other countries where 
the government could not, or would not, take steps within a democratic 
framework to provide essential services. Moreover, the greatest part of 
government spending leading to deficit and debt has been the result of 
war. Thus, the deficits of the last twenty years hav^e been almost en¬ 
tirely the result of emergency in peacetime or wartime. 

Some advocates of more government spending go beyond apologizing 
for it as an emergency measure. They argue that government spending 
is a vital link in a program to keep the economy on a stable level. They 
say that the level of business activity depends upon the amount of 
money spent by consumers for consumers’ goods, and on the amount 
invested by businessmen in capital goods, such as plants and machines. 
A slackening of consumer buying and of investment in capital goods 
causes a decline in production and employment. Thus, say advocates of 
government spending, when private individuals and industry are be¬ 
ginning to spend less, the government should spend more for public 
projects. This public spending will compensate for the decline of pri¬ 
vate spending and will help to keep economic activity at a stable level. 
At the same time the government should reduce taxes, in order to leave 
more spendable income in the hands of the public. The government 
would therefore have to borrow much of the money for its expenditures. 
During prosperous times, however, government spending would be re¬ 
duced, taxes would be raised, and the national debt paid off. This theory 
that the government, through its spending and taxing policies, should 
compensate for failures of individual buying and investment, is often 
referred to as the theory of compensatory spending. 



617 


Les. 79] Problems of Fiscal Policy 

Spending, Taxes, and Debt 

The movement for reduction of government spending has spread in 
recent years, as more people have become subject to taxation and as 
tax rates have risen. More of the low- and medium-income families pay 
income taxes now than twenty or thirty years ago. The rates have 
become steeper. The withholding of taxes from wages has been a con¬ 
stant reminder of the fact of payment of taxes. In addition, sales taxes, 
excise taxes, and luxury taxes have become more common. 

Taxation reduces—at least temporarily—the spending and investing 
power of individuals who are taxed. It increases the spending and in¬ 
vesting power of the government. As the government spends and in¬ 
vests, it increases the incomes of those to whom it pays money, and of 
those who benefit indirectly from government projects. Taxation is a 
means by which the national income is redistributed. 

Some people feel that the tax burden has become too heavy. They 
remind us that federal taxation takf s from private individuals and cor¬ 
porations one-fifth of the national income. This discourages private 
enterprise and investment. Why, they ask, should individuals take busi¬ 
ness risks, and build up large incomes, when tax rates are so high as to 
limit the rewards for risk and initiative? 

Those who defend the high tax rates say that government taxation 
and spending does more than take away part of the national income and 
redistribute it to others. Taxing and spending help to increase the na¬ 
tional income, by putting to work money which otherwise might remain 
idle as uninvested savings. When the government gets this money 
through taxation, and then spends it, many industries are stimulated. 
The steel industry, for example, in order to fill government orders for 
steel, must pay wages and buy coal and other materials. The industries 
which supply goods and services to the steel industry, in turn, pay 
wages and buy still other materials. Thus the original government ex¬ 
penditure for steel stimulates a considerable amount of production 
throughout the economy. The increased wage payments encourage 
consumer buying and stimulate production in other industries. Hence, 
a million dollars of national income, taken and spent by government, 
may result in the creation of much more than a million dollars of na¬ 
tional income. Even those who are being taxed may gain, as they get 
their share of the larger national income. 

Opponents of this theory of the multiplied effect of government 
spending retort that the same increase of national income would result 
from private investment, if such private investment were not discour¬ 
aged by heavy taxation. These people also point to the staggering size 
of the federal debt as an element of danger to our economic and po¬ 
litical stability. They charge that spendthrift policies today will be the 
basis for a back-breaking burden of debt for future generations. Interest 
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Who Owns The National Debt 
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Chart by GRAPHICS INSTITUTE, N. Y. 

Most of the federal debt is owed to individuals and enterprises in this coun¬ 
try. Federal bonds have become a cornerstone of our entire credit system. 
Note that 12% was owed to subdivisions of the government itself. 


payments on the federal debt amount to about five billions. This is a 
fixed charge, which can be reduced substantially only by payment of 
the debt. Should tax revenues in future years decline, the burden of the 
public-debt service would still remain. Future generations will have to 
pay the cost of services received long in the past, and will be unable to 
pay for new services. Should revenues be small, it would be necessary 
to borrow still more. Difficulty in balancing the budget will reduce the 
confidence of investors in government securities, the rate of interest 
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paid will rise, and the interest burden will become greater. Investors, 
losing confidence, will sell government securities and invest in other 
channels or in foreign countries. The credit of the government will be 
undermined, its money will lose value, and the entire economic struc¬ 
ture will be in danger. 

This view is regarded by others as unduly pessimistic and exagger¬ 
ated. The debt burden, it is felt, should be measured in comparison to 
the national income. The ability of the government to meet its obliga¬ 
tions depends on its ability to raise enough tax revenues; this in turn 
depends on the national income. In 1949 the interest on the public debt 
was between 2 and 3 percent of the national income. Government se¬ 
curities were regarded as a good investment; they were easily sold to 
investors even though they carried very low interest rates. Although the 
public debt at the time was over 250 billions, the highest in history, 
fears for the credit of the countiy were not evident among the nation’s 
investors. 

It is the contentio.i of some economists that a large public debt is not 
in itself a dangerous factor. As long as purchasers of government bonds 
receive interest, and find the investment profitable and secure, the 
problem of repayment is not a major one. The government can meet 
maturing obligations by refunding, that is, by issuing new bonds to 
substitute for those coming due. The debt of the government is actually 
an important form of savings and income for citizens of the nation. This 
is shown on the chart on the opposite page. 

It will be noted that 12 percent of the federal debt was owed to agen¬ 
cies of the government itself, and another 2 percent to state and local 
governments; 25 percent was owed to individuals; and the balance to 
corporations and financial institutions, which were owned by millions 
of stockholders, policyholders, and bank depositors. These direct and 
indirect holders of government obligations have found them to be a 
secure investment. The stability of the national finances has been a 
product of general economic progress, and of the faith of the people 
in their government. 


Exercises and Activities 
I Dictionary of Economic Terms 
compensatory spending refunding a debt 

II Questions and Problems 

1) Summarize the changes in the national government s debt from 1916 
to 1946, and explain the reasons for these changes. 
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2) In parallel columns list the reasons for and against paying off the 
national debt as rapidly as possible. 

3) (a) Explain how a policy of “compensatory spending” would operate 
if it were adopted by the national government, (b) Why has this 
policy also been called “flexible financing”? (c) During the 1930"s 
the term “deficit financing” was used. Why? 

4) “Debt management ... is partly a question of our philosophy of 
government—of what to expect from the central government, and 
what should be left to local government and to individual initiative 
and self-reliance.” (Our National Debt, Committee on Public Debt 
Policy, Harcourt, Brace, 1949, p. 164.) Show how differences of 
opinion about philosophy of government can lead to differences of 
opinion as to what should be done about the public debt. 

5) Explain one or more of these statements, and give reasons for agree¬ 
ing or disagreeing with the statement, (a) Government spending 
must be used to prevent depressions, (b) Government spending will 
bring socialism and dictatorship, (c) Government spending has be¬ 
come an important factor in economic progress, (d) Taxes are 
hindering economic progress, (e) Government deficits are thefts 
from generations yet to be born. 

6) Write a letter, such as you might send to your Gongressman, telling 
him what policy you think should be followed regarding government 
spending and taxaMon, and the public debt. 

Ill TmxGs To Do 

1) Interview a few people about their opinions on the matter of gov¬ 
ernment spending, and ask for concrete suggestions on how to limit 
government spending. 

2) Bring in clippings from newspapers and magazines, which illustrate 
the varying viewpoints about taxation and public debt. Gonsult the 
Readers" Guide to Periodical Literature for current articles in this 
field and report to the class. 

3) Advanced students may want to consult recently published texts on 
public finance and read selected portions. 



UNIT 


BUSINESS CYCLES 

80 THE NATURE OF THE BUSINESS CYCLE 
81 CAUSES OF THE BUSINESS CYCLE 
82 COMBATING CONTRACTION: THE NEW DEAL 
83 DIRECTING WARTIME EXPANSION 
84 PROBLEMS IN CONTROLLING THE CYCLE 




LESSON 


THE NATURE OF THE 
BUSINESS CYCLE 


80 

Business Fluctuations 

Business conditions, like the weather, are subject to continuous 
change or fluctuation. Some fluctuations are normal, regular, and pre¬ 
dictable, and can be anticipated by the businessman. The restaurant 
proprietor knows that at certain times of the day he will find his tables 
unoccupied, and he adjusts his workers’ hours accordingly. The farmer 
knows that his production will be limited to a particular growing sea¬ 
son. Most businesses have a regular pattern, or rhythm, of busy and 
slow periods during the day, week, or year; and operations can be 
planned accordingly. 

Some fluctuations, however, are not so easily predictable. These are 
the fluctuations that the businessman fears most, for he cannot easily 
prepare for them in advance. It is the unpredictable fluctuation that 
brings risk into business enterprise. 

There are four major types of business fluctuation: seasonal, secular, 
cyclical, and random. The first three have already been discussed (see 
Lesson 60) in connection with the problem of unemployment. 

Seasonal fluctuations occur regularly during the same period each 
year, as in the fur and coal industries. They are, by and large, pre¬ 
dictable, and the businessman can adapt his operations to offset their 
effects. 

Secular fluctuations are gradual over a long period of time; an ex¬ 
ample would be the gradual increase in the proportion of the popula¬ 
tion made up of older age groups. Adjustments to these changes can 
often be made fairly well, since the changes take a long time to have 
their full effects, and are to some degree predictable. 

Random fluctuations are irregular in their occurrence. They seem 
almost accidental, and are therefore the least predictable. A hailstorm, 
drought, flood, insect migration, or frost may ruin a farmer s chance for 
income. A change in style; a new invention; special legislation freezing 
rents, wages, or prices; and a revolution or a war in another country are 
examples of events producing random fluctuations in business. 

As man’s knowledge increases, the possibility grows, however, of 
eliminating random fluctuations based on natural occurrences. Predic¬ 
tion of storms, floods, droughts, and so forth becomes more accurate; 
new types of seed and crop are developed to eliminate danger of frost. 
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drought, or insect pest; new technology teaches us how to reduce the 
losses and danger when the event occurs. Moreover, we can often pro¬ 
tect ourselves against losses from some random events through the 
purchase of insurance policies covering damage from weather, fire, 
theft, and other causes. 

Cyclical fluctuations are the wave-like alternating periods of rise and 
fall in business activity as a whole. These fluctuations are most im¬ 
portant and most difficult to understand. Although we cannot predict 
when these changes will take place, we are fairly safe in predicting, on 
the basis of past events, that they will take place. The chart opposite 
gives proof that cyclical fluctuations have been a feature of our eco¬ 
nomic world since our beginning as a nation. 

Phases of the Business Cycle 

The business cycle is one complete movement of business activity 
through a period of expansion and a period of contraction. Expansion 
refers to the growth of business activity; contraction to the decline of 
business activity. Expansion and contraction are the two major phases, 
or parts, of the business cycle. Where one phase changes to the other, 
we have the turning points. Where expansion reaches its highest point 
and contraction begins, we have the upper turning point; where con¬ 
traction reaches its lowest point and expansion begins, we have the 
lower turning point. A business cycle, therefore, consists of an expan¬ 
sion phase building up to the upper turning point, followed by a pe¬ 
riod of contraction and the lower turning point, which ushers in a 
new cycle. The illustration on page 626 shows the phases of the business 
cycle and the terms commonly used to identify its parts. 

Cyclical fluctuations are uneven. This is shown in the uneven duration 
of the cycles. From 1855 to 1938, the average length of a full cycle was 
just under 4 years, but the length of each of the various cycles varied 
from 2/2 to 8 years. Within the cycles, the length of periods of ex¬ 
pansion varied from 9 months to over 4 years; the length of periods of 
contraction varied from 8 months to 5/2 years. (See graph on p. 627.) 

Neither is the degree of fluctuation uniform; there is great variation 
in the amount of expansion and the amount of contraction. There is 
also variation in the amount of fluctuation in specific economic factors 
—wages, production, prices. They vary considerably from one another 
and in relation to the general trend of a cycle. Expansion of one factor 
and contraction of another may go on at the same time. Only one thing 
is perfectly regular about the business cycle, and that is the fact that 
there is a recurring cycle; periods of expansion have been regularly 
followed by periods of contraction, which in turn have been regularly 
followed by periods of expansion*. 



THE UPJ* ANb CiOWNy OF BU/INEJT 



A glance reveals that we have had alternating periods of good and bad business conditions throughout our history. It 

that the fluctuations have not been equal in length or depth. 
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TERMINOLOGY OF THE BUSINESS CYCLE 

Chart by GRAPHICS INSTITUTE, N. Y. 


The Expansion Phase 

The expansion phase is the period of progress toward fuller and 
fuller utilization of the factors of production. It means fuller use of 
facilities already in existence, as well as the creation of new productive 
facilities. 

In its early stages, expansion may be called revival or recovery, in 
recognition of the fact that the expansion follows a prior period of con¬ 
traction. Businessmen are increasing their production of goods and 
services. They are working their factories, mines, and farms closer to 
capacity. Some are undertaking additions to their plants, building new 
ones, modernizing the old ones, and adding new machinery. An increase 
in the capacity to produce is therefore taking place. The rate of increase 
in production in all lines is not necessarily the same. New industries— 
automobiles, radio, television, and plastics in recent times—may ex¬ 
pand faster than older industries. The outpouring of goods consists of 
raw materials, perishable consumers’ goods, durable consumers’ goods, 
machinery, construction of buildings for residential and production 
purposes, and public works. In general, because of the tendency to 
expand production capacity and build new factories and facilities, the 
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DURATION OF AMERICAN CYCLES, 1855-1938 
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Trough of 
Contraction 
December 1858 
June 1861 
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December 1870 
March 1879 
May 1885 
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May 1891 
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Read this graph from the center to the right for the number of years of 
contraction, to the left for the number of years of expansion. The average 
full cycle during this period was about four years. (Data from National 
Bureau of Economic Research) 


machine industries, construction, and other “heavy industries” feel the 
effects of the general upsurge more fully. 

This increased output is interconnected. An increased output of auto¬ 
mobiles means an increased production of steel and other metals, rub¬ 
ber, textiles, and many other products. More automobiles mean more 
gasoline; more gasoline means more pipelines, trucks, drilling and 
refining equipment; and so forth. More roads are needed; these require 
still more machinery, cement, lumber, gravel, and steel for bridges. One 
increase in production multiplies the production of other products, and 
this new increase, in turn, may cause further increase in the production 
of the original product. Thus, during expansion, production tends to 
spiral upward to continuously higher levels. 

Expansion in production is related to expansion of demand. Increas¬ 
ing production means increased payments of wages and other incomes. 
Hence, the total of purchasing power tends to swell even more rapidly 
than the output of goods. Rising demand may cause prices to rise. 
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Profit-making possibilities become good. As production rises closer to 
capacity, cost per unit tends to decline, and the combination of rising 
prices and lowered unit costs makes for increased profits. Businessmen 
are encouraged to continue with production and income payments, and 
the prevailing wind of optimism blows with increasing intensity. 

Expansion means jobs for workers and a decline in unemployment. 
Even during expansion there are some who are unemployed—those 
who are seasonally unemployed, and those who lose their jobs because 
of the innovations and inventions introduced during expansion. How¬ 
ever, those who were laid oflF during the previous period of low business 
activity are reemployed, and cyclical unemployment is on the decline. 

Expansion is usually a period of rising prices. As long as output 
continues to increase, there is no great danger of prices running away 
and mounting into a spiral of inflation. However, as the economy ap¬ 
proaches its maximum capacity to produce, there is mounting danger 
that inflation will become severe and “runaway.” 

Expansion is the period of increased savings, investment, and specu¬ 
lation. As profits rise, the values of income-producing property—real 
estate, mortgages, securities—also rise. Banks, loaded with reserves, and 
encouraged by higher valuations on property used as security for loans, 
are willing and able to extend credit. The expansion of credit swells 
the stream of funds going into the purchase of consumers’ goods and 
capital goods. Rising prices create opportunities for speculative profits, 
from buying goods and property, and reselling at higher prices. 

More buying means more selling and production; more production 
means more income paid out, greater demand, and still more buying. 
So the tempo of economic activity mounts and mounts. This is the pe¬ 
riod of prosperity, the period when economic activity has reached a 
high level, when business optimism is great. Expansion is cumulative; 
each increase in activity induces still more increases. Then, alas, the 
turning point! 

The Upper Turning Point 

The crest of expansion and the beginning of contraction is called the 
“upper turning point.” Sometimes it goes unnoticed by all except a few 
careful students of economic statistics. Sometimes the turning point 
seems to be started by a random event, such as the outbreak of war or 
the prospect of its termination, the election of an administration thought 
to be hostile to business, or the failure of a large bank. Sometimes, after 
the turning point has actually been reached, attention is directed to it 
by a dramatic event, such as a decline in security values, a bank failure, 
a sudden liquidation of inventories. Hence this beginning of the con¬ 
traction period is often called a crisis. This becomes a panic when it 
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degenerates into widespread fear, bank failures, and sudden losses. The 
term appears in our history books: the Panic of 1837, the Panic of 1907. 

The Contraction Phase 

The contraction phase is the period of decline to a lower utilization 
of the factors of production. It means that the existing facilities are 
used at a lower percent of capacity, and that many are closed down 
entirely. Moreover, the production of new plant and equipment de¬ 
clines. 

Production of goods and services declines. In industries characterized 
by a great deal of competition, output may continue at high levels, 
accompanied by drastic price cutting, until bankruptcy and the elimina¬ 
tion of producers cut total output. In Industries where some kind of 
monopolistic conditions exists, the reduction in volume of production 
may be more immediate. The dern^md for new building and capital 
goods declines; so that the industries feeling the brunt of the decline 
most are the construction industiies and the heavy industries, which 
previously had felt the stimulus of expansion most. 

Each decline in production makes its weight felt throughout the eco¬ 
nomic system. Curtailment of manufacturing means a reduction in the 
demand for raw materials; reduction in shipments of raw materials 
plays havoc with the transportation industries. As volume of output 
drops to a lower and lower percentage of capacity, costs per unit rise, 
profit becomes lower, and eventually there are losses instead of profits. 

Demand is reduced, because the drop in production cuts down the 
income paid out in the form of wages, salaries, dividends, rents, and 
interest. Unemployment means a stoppage of earnings for large num¬ 
bers of workers, and cyclical unemployment becomes a reality. Al¬ 
though demand may be choked oflF by the absence of income, basic 
needs for goods and services continue. While factories are closed, and 
machines and men are idle, starvation and suffering increase, and the 
paradox of want in the midst of potential plenty becomes most glaring. 

The contraction phase is largely a period of deflation. Prices fall. In 
competitive industries, cutthroat price cutting becomes the order of the 
day. Values fall. If reduced income makes necessary the sale of prop¬ 
erty purchased during the prosperous years, only a fraction of the pur¬ 
chase price will be realized. Banks may find that the values of the assets 
which they hold as security for loans have dropped below the amounts 
they had lent. Borrowers may prefer to lose their property through fore¬ 
closure rather than repay loans, and the banks tend to acquire a larger 
and larger percentage of frozen assets. Bank failures may result in fur¬ 
ther panic; the tying up of bank deposits in failed banks may reduce 
still further the supply of funds available to buy goods. Banks become 
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cautious in extending loans as they are chilled by the cold wind of busi¬ 
ness pessimism. 

Just as expansion was cumulative, so contraction is cumulative; each 
bit of contraction induces further contraction. The period of contraction 
is also described as a depression, a period of diminished production 
and consumption. Sometimes the term recession is used to designate a 
mild and brief depression. Enshrouding all is the pessimism which dis¬ 
courages venture and makes people refrain from buying, because they 
fear still more contraction. Then comes the break in the cloud, the 
lower turning point. 

The Lower Turning Point 

“Prosperity,” went the saying during the early 1930 s, “is just around 
the comer.” The lower turning point is “the corner,” the bottom point 
in the contraction and the beginning of a new expansion. The depres¬ 
sion creates conditions which help to revive business. As prices are low, 
sooner or later people begin to increase their purchases of goods, par¬ 
ticularly those that they have deferred buying during the period of con¬ 
traction. For this or other reasons, businessmen begin to see profit-mak¬ 
ing possibilities, and they gradually increase their production. A new 
cycle is on its way. 

The Importance of Cyclical Fluctuation 

The first reason for concern about cyclical fluctuations is that they 
produce hardships. During contraction or depression, profits decline, 
unemployment rises, wages drop, standards of living must be lowered. 
This is a problem for the political statesman as well as for the humani¬ 
tarian. A hungry people is ever ready to try new forms of political and 
economic organization. During the 1930's there was a substantial spread 
of communist and fascist movements. 

Instability leads to constant uncertainty and fear. Even in the midst 
of the overconfidence that is part of the prosperous part of the cycle, 
there is the realization that the succeeding downswing is bound to 
come. Cyclical fluctuation is a major hurdle in the attainment of genu¬ 
ine economic security. 

In the opinion of some people, cyclical fluctuations reveal a weakness 
in th^ structure of our economic system. Instead of working at a level 
that is continuously high and productive, our economic system has func¬ 
tioned in spurts. At one time we produce at such a high rate that there 
seems to be a shortage of the factors of production; then we slow 
down, and our factories, raw materials, and labor force are partly idle. 
This rhythm of expansion followed by contraction followed by expan¬ 
sion followed by contraction, does not appear to be random or acciden- 
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tal. The business cycle is believed by many economists to be self-gen¬ 
erating. This means that each phase of the cycle necessarily creates 
conditions which set the stage for the next phase. During the expansion 
phase, the increase of supplies, debts, labor costs, and selling on credit 
leads to crisis and contraction. During the depression, the reduction of 
supplies, and the elimination of excess costs, make it possible for busi¬ 
ness to become profitable again. 


Exercises and Activities 
I Dictionary of Econoxiic Terms 


lousiness cycle 

contraction 

crisis 

cyclical fluctuation 

depression 

expansion 


lower turning point 
panic 
prosperity 
recession 

random fluctuations 
recovery 


revival 

seasonal fluctuations 
secular fluctuations 
self-generating cycle 
upper turning point 


II Questions and Problems 

1) (a) List and explain four types of business fluctuation, (b) Which 
of the four types of fluctuation involves the greatest risk to business¬ 
men? Explain. 

2) Examine the chart of business fluctuations on page 625. What evi¬ 
dence does it contain that (a) war periods have been periods of ex¬ 
pansion; (b) postwar periods have been periods of contraction; 
(c) periods of expansion and contraction are not uniform in dura¬ 
tion; (d) periods of expansion and contraction are not uniform in 
degree? 

3) Discussion of a business cycle wall often use the term “from crest 
to trough.” Explain its meaning and illustrate it from one of the 
charts in this lesson. 

4) Explain and illustrate what is meant by the statement, “expansion 
and contraction are both cumulative in nature.” 

5) What is meant by the statement that “a turning point is the result 
of conditions developing during the previous phase of the cycle”? 

6) Examine the chart on page 641 showing the “Economic Factors in 
Contraction—1929-32.” Choose any five statements in this lesson 
describing what takes place during contraction, and from the chart 
cite facts which confirm the statements. 

7) Many business publications present an “index of business conditions” 
or a “business barometer.” (a) What is the possible value of such 
an index to businessmen? (b) Why may one factor or a few factors 
give a clue to changes in all economic activity? (c) What danger 
is there in using such an index to forecast or predict cyclical fluctua¬ 
tion? 
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III Things To Do 

1) From data in an almanac, the Statistical Abstract of the United 
States, or in the Monthly Labor Review (Department of Labor), 
make a graph showing changes in three important economic factors 
from month to month from the beginning of the current year. Is 
there any evidence of a turning point? 

2) Read (a) Our Mysterious Panics, 1830-1930, by Charles Albert 
Collman (Morrow). A very entertaining book. The author’s idea is 
that panics are started by activities of financial manipulators. There 
are many interesting accounts of the events of early crises, (b) In¬ 
troduction to Economic Science by George Soule (Viking, 1949). 
Chapter 5, “The Ups and Downs of Business.” A brief account of 
facts discovered about the cycle. 


LESSON 



CAUSES OF THE BUSINESS 
CYCLE 


The Idea of Imbalance 

When one part of the human body speeds up or slows down its activ¬ 
ities, so that it is not functioning in proper balance with other parts of 
the body, we experience ill health. So it is, in a sense, with the eco¬ 
nomic system. When one of the economic factors speeds up, or slows 
down, at a rate which is out of balance with changes in the other eco¬ 
nomic factors, there is economic disturbance. Imbalance is at the root 
of the business cycle, and is the basis for each turning point. 

The diagram opposite pictures the relationships of some of the major 
economic factors in a state of balance. If you follow the solid lines in 
the diagram, you will see that the productive mechanism, at the same 
time that it produces goods and services, pays out money incomes to 
those who contribute to production. These money incomes are made up 
of wages, salaries, profits, interest, rent, royalties, and other such pay¬ 
ments. This mechanism works eflBciently as long as there is balance be¬ 
tween the amount of goods and services produced and the amount of 
incomes received and used. If, however, production increases more rap¬ 
idly than demand, production will have to be slowed down. Slowing 
down production causes a reduction of employment and earnings, a 
drop in demand; and this leads to still further contraction of produc¬ 
tion, employment, and incomes. Or, if demand increases more rapidly 
than production, an inflationary trend may develop, as businessmen try 
to expand production quickly, and thereby increase the demand for ma¬ 
terials, equipment, and labor. 

The dotted lines in the diagram show that not all income is spent and 
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Chart by GRAPHICS INSTITUTE, N. Y. 


Starting at the top and following the solid lines in both directions, we 
note that production results in a flow of goods to markets and, at the same 
time, a flow of money incomes to those contributing to production. The circuit 
is completed when consumers spend for consumers’ goods. The fact that 
production may consist of capital goods and that incomes may be saved 
is shown by following the dotted lines. (The small arrow shows that indi¬ 
viduals may dip into savings to increase their spending for consumers’ goods.) 

that not all production is made up of consumers’ goods. Part of the in¬ 
come paid out in the production process is saved; part of the produc¬ 
tion is made up of capital goods, such as machines and buildings. For 
the most part these capital goods are purchased with savings; the flow 
of savings into the purchase of capital goods is called investment. The 
banks act as middlemen in directing the savings of individuals and busi¬ 
nesses into investment in capital goods. In addition, the banks, by their 
power to create credit, are able to increase or decrease the flow of funds 
going into investment in capital goods, and into spending for consum¬ 
ers’ goods. Therefore, in the diagram, the banking system is shown 
astride the flow of savings and investment. 

This flow of production and incomes does not easily stay in balance. 
Changes in the rates of producing consumers’ goods and capital goods, 
or of spending, saving, and investing, or of credit expansion and con¬ 
traction, may produce the imbalance which results in a turning point, 
leading to cumulative expansion or contraction. 
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To say that the business cycle results from imbalance among the 
many economic factors does not explain what causes imbalance. Per¬ 
haps the outstanding student of business cycles has been Wesley C. 
Mitchell, who said, “Taken one at a time, most of the theories seem 
plausible, not to say convincing. Certainly each theory illuminates 
some angle of the problem. Taken all together the theories . . . figure 
less as rival explanations of a single phenomenon, than as complemen¬ 
tary explanations of closely related phenomena. . . . Thus the diver¬ 
sity of explanations, which at first seems confusing, becomes an aid 
toward envisaging the complex character of the problem.”^ 

Imbalance in Production Elements 

Some economists believe that the cause of the business cycle is over¬ 
production; that is, more goods are produced than can be sold at a 
profit. Various explanations are oflFered as to why overproduction oc¬ 
curs. 

One explanation is that modern production is a long, time-consuming 
process. Hence, it is easy, even inevitable, for balance between produc¬ 
tion and consumption to be destroyed. Workers begin to recei\ e in¬ 
comes before the production process has been completed and the 
goods put on the market. Hence demand for goods grows faster than 
the supply of finished goods. This imbalance is increased by the “round¬ 
about” methods characteristic of modern production. Before consumers' 
goods can be produced, the machines and ecpiipment used in produc¬ 
tion must be made and raw materials prepared. During this process of 
making capital goods, incomes are paid out which create a demand for 
consumers' goods not yet available. Thus demand exceeds supply, 
prices rise, profits rise, and production is stimulated. There begins an 
inflationary spiral, which lays the foundation for later contraction. 

Another explanation is based on the fact that production ordinarily 
goes on in anticipation of sales. It is very easy for businessmen to make 
errors in estimating future volume of sales. Roundabout methods 
lengthen the lapse of time between production and sales, and increase 
the diflBculty of accurate judgment. Producers are afraid to be conserv¬ 
ative in estimating demand, because they may lose opportunities for 
profit and may allow competitors to get ahead of them. Many kinds of 
goods are sold to other businessmen, who use the materials and equip¬ 
ment for their own production. Hence, errors in estimating the market 
tend to be cumulative, from industry to related industry, leading to a 
wave of overexpansion. 


^ Wesley C. Mitchell, Business Circles, The Problem and Its Setting, National 
Bureau of Economic Research, 1927, p. 180. 
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Overproduction may result also from the lag of costs behind selling 
prices in the early part of the expansion period. During the previous 
period of contraction, the costs of doing business have become low— 
wage rates have been cut, rents have been reduced, and debts paid oflF. 
As business conditions improve, businessmen raise prices to more prof¬ 
itable levels. But the rise of wages, rents, and other such costs is slower 
—it takes time for workers to organize campaigns for higher wages, and 
rents are kept down for a while by leases. The result is that profits are 
large, and businessmen are encouraged to expand still more. The in¬ 
creased supply of goods and services increases competition, and even¬ 
tually businessmen find it harder to maintain profitable prices. Mean¬ 
while, wages, rents, and debt obligations have risen. The margin of 
profit shrinks, and the upper turning point is reached. During the con¬ 
traction phase, likewise, prices move faster than costs, but this time 
downward. Prices must be rapidly adjusted downward to meet compe¬ 
tition; but workers resist wage cu^s, rents are kept up for a time by 
leases, and debts are fixed obligations. Because costs go down more 
slowly than prices, businessmen’s losses are heavy. Eventually costs are 
cut, the opportunity for profit reappears, and the lower turning point 
is reached. 

Some economists place the blame for overproduction mainly on the 
element of overhead costs. When businessmen expand, they increase 
their total overhead costs. They sign leases for high-rent locations or 
buy properties which are heavily taxed. They borrow money and then 
have large payments to make each year. As total overhead costs rise, 
more and more business is needed to reduce the o\ erhead cost per unit. 
The search for more volume of sales leads to cutthroat competition and 
eventually profits begin to disappear. 

Imbalance in Consumption Elements 

Another set of explanations of the business cycle emphasizes the idea 
of underconsumption; that demand does not expand sufficiently to ab¬ 
sorb all the goods and services produced. 

One possibility is that wages are not increased fast enough to create 
all the demand which is needed to balance the increase of production. 
In the early part of the expansion period, the rise of wage rates is slow. 
Workers are glad to have steady jobs again, and there are still plenty of 
workers looking for jobs. Not until later, when the surplus of labor is 
vanishing, do wage standards begin to move upward at a more rapid 
pace. This lag of wages makes business profitable, but may result in an 
insufiicient market for goods and bring an eventual decline. 

Others feel that inequality of distribution of income is the main cause 
of underconsumption. They point to the fact that the earnings of lower- 
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income families are almost entirely spent, while the earnings of higher- 
income families are partly saved. As long as a substantial proportion of 
the national income goes to high-income families, the amount of spend¬ 
ing for goods and services will not be large enough to absorb all that is 
being produced. In such circumstances, the period of expansion must 
inevitably come to an end. 

Others claim, however, that monopoly is the chief reason for the fail¬ 
ure of demand to rise enough to balance supply. In competitive mar¬ 
kets, an imbalance between supply and demand is likely to be tempo¬ 
rary. If there is a surplus of goods, price is cut, and demand is increased 
suflBciently to balance supply. In monopolistic industries, however, 
there is a tendency to solve the problem of surplus by cutting produc¬ 
tion instead of price. This may mean layoff of workers, reduced pur¬ 
chases of materials, and postponement of expansion of facilities. Such 
actions quickly affect related industries and begin a wave of contrac¬ 
tion. 

Imbalance in Credit and Investment 

The starting point of economic imbalance is believed by some econo¬ 
mists to be the system of savings, investment, and bank loans. 

The ability of banks to issue “deposit currency” makes possible the 
expansion of production on the basis of credit. As credit outstanding 
rises, prices and values are pushed up. Each rise in the values of real 
estate and securities makes possible additional issues of credit, with the 
real estate and securities used as security. Bank deposits resulting from 
bank loans begin to reach the limits set by legal reserve requirements, 
and by the banks" need for safety of its funds. This makes necessary a 
“tightening” of credit, the refusal of loan renewals, and the liquidation 
of stocks or other security for loans; and sets off a wa\'e of selling. This 
may produce a sharp decline in values of securities and other proper¬ 
ties, and force still further reduction of credit. This financial retrench¬ 
ment and liquidation may be the beginning of the contraction phase of 
the cycle. Later on, when debts have been paid off during the period of 
contraction, banks have ample reserves, and encourage businessmen to 
borrow for expansion. 

In recent years, much attention has been given to the relationship 
between investment and the business cycle. The theory has been devel¬ 
oped that imbalance is caused by a lack of balance between savings 
and investment. Savings have a deflationary effect, since they cut down 
the amount of spending for consumer goods. Investment has an infla¬ 
tionary effect, since it causes the building of more plant and equipment, 
and starts a spiral of increasing employment, income, and spending. If 
current saving is greater than investment, the deflationary effect is pre- 
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dominant, and a period of contraction will follow. If investment is 
greater than current saving—^that is possible, since previously accumu¬ 
lated savings of individuals and corporations can be invested—the in¬ 
flationary eflFect prevails, and a period of expansion results. The key to 
the business cycle, according to this approach, is the amount of invest¬ 
ment, especially in the capital-goods industries. 



“But, Pop, if savings exceed investments, a whole downward 
cycle is set in motion.” 

Imbalance Resulting from OuTsmE Factors 
All the above theories of the business cycle, whether they emphasize 
production or consumption or investment, imply that the business cycle 
is self-generating. The alternations of prosperity and depression occur 
because of developments which take place inevitably in each phase of 
the cycle. Businessmen, workers, consumers, bankers, speculators, and 
other groups tend to act in certain ways which cause the imbalance. As 
has been pointed out in a study made by a business research organiza¬ 
tion, “the very fact that the economy is free and progressive and pros¬ 
perous makes it tend to fluctuate—^in a word, to be unstable. Why? 
Because it is free and competitive. Because its behavior is the result of 
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millions of independent, though not unrelated, decisions. Because it is 
a money economy and individuals and businesses are free to decide 
what they will do with their money.”" 

Some economists beliex e, however, that the real cause of business 
cycles is to be found in factors outside the economic system. These ex¬ 
ternal factors upset the equilibrium of the business world, and set in 
motion the self-generating process. 

One interesting example of this approach is the “sun-spot theory”; 
namely, that cyclical fluctuations in business activity are the result of 
variations in agricultural production caused by fluctuations in the 
amount of energy reaching the earth from the sun. The fluctuations of 
solar energy are a physical phenomenon, but the effects are economic. 
This and other such theories are not widely accepted. 

More acceptance is given to the theory that cyclical fluctuations in 
business are determined by waves of optimism and pessimism, which 
influence the decisions of businessmen regarding expansion and con¬ 
traction. Other writers believe that the business cycle originates in the 
fact that technological inventions tend to come in spurts. In their opin¬ 
ion, business activity expands and contracts with changes in the rate of 
invention. 

The most spectacular of the external factors related to economic ac¬ 
tivity is war. There have been numerous examples of wartime inflation 
and postwar deflation. 


Exercises and Activities 

1 Dictionary of Economic Terms 

investment overproduction underconsumption 

II Questions and Problems 

1) Choose any five of the following explanations of the business cycle 
and explain each in your own words: (a) Certain costs are more 
rigid than others and encourage overexpansion of production, (b) In¬ 
comes are unequally distributed so that spending lags behind pro¬ 
duction. (c) Savings at one time exceed, and at another are smaller 
than, investment in capital goods, (d) There are alternating periods 
of optimism and pessimism in business circles, (e) Monopolists keep 
prices rigid and adjust production levels, (f) Money supply does not 
keep pace with expanding production, (g) War causes maladju.st- 
ments in production and consumption, (h) Technological advances 

2 John Hancock, “Objectivity—The Key to Economic Understanding,” Journal 
of Educational Sociology, March, 1950, page 414. 
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introduce an unsettling factor, (i) Banks tend to overexpand loans 
for production, (j) Wages tend to lag behind the prices of goods 
available for purchase, (k) There is a time lag between the payment 
of incomes by industry and spending. (1) Producers, guessing at 
future demand, make errors with cumulative effects, (m) Our round¬ 
about method of production requires capital goods production before 
consumers’ good production, (n) Wars and other events create peri¬ 
odic economic disturbance. 

2) Using the diagram on page 633, explain (a) the difference between 
spending and investment, (b) the middleman function of banks. 

3) (a) Explain what is meant by “imbalance among the economic fac¬ 
tors.” (b) Using the diagram on page 633, give an example of a pos¬ 
sible imbalance. 

4) (a) Explain why there are so many theories of the business cycle, 
(b) What has been the value of the multiplicity of theories? 

5) “Idle dollars profit no man.” (a) What is meant by idle dollars? 
(b) How may the idleness of dollars be responsible for cyclical 
fluctuations? 

6) “Some blame the cycle on ‘overproduction,’ others blame it on ‘un¬ 
derconsumption.’ These are only two sides of the same coin.” Ex¬ 
plain. 

Ill Things To Do 

1) With the help of textbooks in American history report on the chief 
factors underlying one of the following: (a) the Panic of 1837; (b) 
the Panic of 1873; (c) the Panic of 1893; (d) the depression of 
1921-22; (e) the depression of the 1930’s. 

2) Report on the significance of the work of one of the following econo¬ 
mists in formulating economic theory and policy: (a) J. M. Keynes, 
(b) W. C. Mitchell, (c) Irving Fisher, (d) Joseph Schumpeter. Ma¬ 
terial may be found in books dealing with the history of economic 
thought. This is an advanced project. 

3) Draw an original cartoon or diagram to illustrate the idea of imbal¬ 
ance. 
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COMBATING CONTRACTION: 
THE NEW DEAL 


The Great Prosperity and the Great Depression 

In his annual message to Congress in December, 1928, President Cal¬ 
vin Coolidge, echoing the opinions of economists and businessmen, 
said: 
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No Congress of the United States ever assembled, on surveying the state of 
the Union, has met with a more pleasing prospect than that which appears at 
the present time. . . . The country can regard the present with satisfaction 
and anticipate the future with optimism. 

This was less than one year before the sharpest crash in security values 
the country had ever seen, ushering in the great depression of the early 
thirties. In June, 1934, a well-known English economist said, ‘‘There 
have been many depressions in modern economic history, but it is safe 
to say there has never been anything to compare with this. 1929 to 1933 
are the years of the Great Depression.”^ 

Although hailed as a “new era” of permanent prosperity, the period 
preceding the crash in 1929 was uneven in its expansion. Farm prices 
had never recovered from the drop following the post-World War I de¬ 
pression of 1921. Residential and public construction, as well as the au¬ 
tomobile and related industries, had boomed; but there were weak¬ 
nesses in coal mining, railroads, shipbuilding, and textiles. Although 
foreign trade was large, exports were maintained only by the steady 
stream of loans to foreign governments. A high tariff policy interfered 
with imports and reduced the foreign countries' means of payment for 
our exports. The gold standard, restored after World War I, functioned 
poorly, and gold reserves tended to accumulate in a few countries. 
There was widespread security speculation, supported by bank credit. 
Consumer credit expanded greatly and supported the expanded pro¬ 
duction of durable consumers’ goods such as automobiles, radios, and 
refrigerators. The turning point was actually reached in June, 1929. Un- 
oflGcial warnings by some officials and economists were unheeded, be¬ 
cause they ran contrary to the optimistic prophecies of many public 
figures and businessmen. It remained for the market crash in October, 
1929, to bring the danger of collapse to public attention. 

The period of contraction began in June, 1929, and lasted until May, 
1933, a period of nearly four years. But even in the years following the 
lower turning point of May, 1933, the level of activity was low. One 
hardly thinks of the years from 1933 to 1937 as marking expansion, al¬ 
though that actually was the case. Unemployment in the millions per¬ 
sisted throughout the 1930’s. The depth of the contraction was by far 
the greatest in our history, as can be seen in the chart on page 625. The 
chart opposite reveals the extent to which the economic activity of the 
nation shrank. 

Early in 1933, farmers were striking and organizing to prevent fore¬ 
closures, banks were in a state of bankruptcy, railroads and utilities 
were in bad financial condition, and the drop in the value of securities 


^ Lionel Robbins, The Great Depression, Macmillan & Co., Ltd., 1934, p. 11. 
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and other investments left insurance companies and other financial in¬ 
stitutions in a dangerous position. Veterans of the first World War were 
selling apples in the street, and a “bonus army” camped on the thresh¬ 
old of the capital. President Roosevelt’s inaugural address summed up 
the problem and foreshadowed the approach: 

... let me assert my firm belief that the only thing we have to fear is fear 
itself—nameless, unreasoning, unjustified terror which paralyzes needed ef¬ 
forts to convert retreat into advance. . . . Values have shrunken to fantastic 
levels; taxes have risen; our ability to pay has fallen; government of all kinds 
is faced by serious curtailment of income; the means of exchange are frozen 
in the currents of trade; the withered leaves of industrial enterprise lie on 
every side; farmers find no market for their produce; the savings of many 
years in thousands of families are gone. More important, a host of unem¬ 
ployed citizens face the grim problem of existence. . . . We must act, and 
act quickly. . . . 

The series of actions which were immediately begun have gone down 
in our history as the New Deal. 

The New Deal 

The atmosphere of the country during 1933 and early 1934 was that 
of a people engaged in a crusade to defeat a common enemy, the de¬ 
pression. During these and subsequent years, a bewildering host of al¬ 
phabetical agencies—AAA, HOLC, NRA, WPA, etc.,—sprang up to 
administer the far-reaching program of government intervention. 

In general, the program of the New Deal aimed in three directions: 
relief for the chief victims of the contraction, recovery of a high level of 
business, and reform of our economic institutions. For the most part, 
these aims were interdependent. 

Measures for Relief 

Five major groups in the nation were in need of relief—the workers, 
the farmers, the banks, property owners (particularly home owners), 
and industry. 

Relief to the worker was given first of all by aid to the unemployed. 
The Works Progress Administration (WPA) was the end result of a 
number of experiments in providing jobs for the unemployed. Govern¬ 
ment projects were established to employ people in building, in the 
maintenance of public property, in education, and in the entertainment 
field. This program provided “work relief” in place of “home relief” (or 
“dole”). The Public Works Administration (PWA) set up plans for the 
construction of public works projects such as housing, schools, post 
oflBces, roads, and dams. Contracts for construction were given to pri¬ 
vate contractors, who were thereby enabled to increase private employ¬ 
ment and purchases. Loans were made to states and local governments, 
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to enable them to undertake the construction of needed projects. Finan¬ 
cial assistance was given to local governments to permit the expansion 
of their programs of direct relief (money payments) for those who 
were handicapped or unable to work. For many young people who 
were idle and without hope, the Civilian Conservation Corps (CCC) 
provided work in reforestation, fighting forest fires, and other conserva- 
tional work. The National Youth Administration (NYA) paid students 
in high schools and colleges for part-time work, and established a sys¬ 
tem of courses for unemployed youth, to provide training for jobs. The 
United States Employment Service (USES) was established to provide 
a public system of employment agencies, to help find and distribute 
employment. 

The methods used to help the unemployed were at the same time a 
means of encouraging recovery, by increasing the purchasing power of 
city dwellers, and thus stimulating the demand for goods. On the other 
hand, many recov^ery and reform measures contributed to relief as well. 
The provisions of the National Industrial Recovery Act (NIRA) and the 
Fair Labor Standards Act for minimum wages and maximum hours, 
and the guarantee of collective bargaining in the National Labor Rela¬ 
tions Act, were measures for raising wages and spreading employment. 
The Social Security Act introduced a permanent reform by providing 
for unemployment insurance, old-age pensions, and federally supported 
public assistance; but it also served to provide relief and increased 
purchasing power. 

The farmers benefited indirectly from many of the steps already men¬ 
tioned. More directly, they were given relief from the overwhelming 
burden of their fixed charges by a moratorium, or legislative postpone¬ 
ment, of payments on their farm mortgages. Under the Farm Credit 
Administration (FCA), a broad system of farm credit was organized. 
In May, 1933, Congress quickly passed the Emergency Farm Relief Act. 
The first part of this law, generally referred to as the Agricultural Ad¬ 
justment Act of 1933, provided for government purchases of farm sur¬ 
pluses, and introduced a system of payment of sums to farmers to in¬ 
duce restriction of farm production. Another part of this law was the 
Thomas Inflation Amendment, giving the government wide powers to 
inflate the currency, to establish bimetallism, and to devalue the dollar. 
Thus, the devices aiming at inducing recovery of farm prices, were like¬ 
wise measures for affording farm relief. 

A series of measures were aimed at relieving hard-pressed home own¬ 
ers and financial institutions loaded down with frozen assets. In many 
states a moratorium was declared on mortgage payments. The Home 
Owners Loan Corporation (HOLC) was organized by the federal gov¬ 
ernment, to refinance home mortgages at lower rates of interest and 
for longer periods of time. The Reconstruction Finance Corporation 
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(RFC) organized in 1932 under the Hoover administration, was con¬ 
tinued, and lent many millions of dollars to banks, insurance companies, 
railroads, municipalities, and other industries, in order to assist the 
thawing out and gradual conversion of frozen assets. The Banking Acts 
of 1933 and 1935 provided for a system of federal deposit insurance, 
under the management of the Federal Deposit Insurance Corporation 
(FDIC). This helped banks to survive; and deposits of failed banks 
were at the same time made more quickly available for expenditure. 

Measures for Recovery 

An important part of the New Deal philosophy, taken over from the 
English economist, John Maynard Keynes, is refeiTed to as the policy of 
compensatory spending; that is, government expenditures for the pur¬ 
pose of increasing production, employment, and incomes. This policy 
was based on the belief that it was the function of the government, in a 
period of contraction, to compensate for the low level of individual and 
business spending and investing, by undertaking a program of govern¬ 
ment spending and investment. The funds for this government spend¬ 
ing were to be obtained primarily by government borrowing, even 
though it meant that government deficits would develop. It was fur¬ 
ther believed by supporters of this theory, that the deficit spending 
by the government, by stimulating the production of goods and the 
payment of additional incomes to workers, would produce a total of 
private spending and investment greater than the amounts spent by the 
government. Just as priming a leaky pump can cause it to pump up far 
more water than the amount poured into it, so a program of government 
spending was aimed at priming the pump of purchasing power. 

The recovery measures of the New Deal included attempts to stimu¬ 
late private industry by granting assistance and removing the blocks to 
renewed business activity. The Public Works program was an aid to 
private enterprise. The Federal Housing Administration (FHA) at¬ 
tempted to encourage private building of homes by removing fear of 
loss. It guaranteed up to 90 percent of mortgage loans made by private 
banks for home-building purposes. To minimize business losses through 
cutthroat competition, the NIRA sought to encourage cooperative ac¬ 
tion without fear of the antitrust acts. 

The New Deal also engaged in experimentation with our monetary 
system. We departed from the gold standard and devalued the dollar, 
as a means of boosting the price level, hoping it would set oflF a period 
of expansion. A program to restore the price of silver and add quantities 
of silver to our monetary stock was undertaken by the Silver Purchase 
Act of 1934. 

An eflFort was also made to restore foreign markets. The reciprocal- 
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trade-agreement program was inaugurated to secure a reduction of the 
barriers that were choking foreign trade. Loans to foreign nations were 
granted under the auspices of the Export-Import Bank. 

Measures for Reform 

Other sections of this book have described in some detail the aspects 
of the New Deal which have tended to be permanent reforms. The chief 
ones are summarized in the table which follows: 

Discussed 

Law or Agency Purposes in Lessons 


National Industrial Recovery 
Act 

To organize industry for self¬ 
regulation under codes of fair 
competition 

40 

Agricultural Adjustment Act 

To raise the level of prices for 
farm products by crop restric¬ 
tion and price support 

55 

Social Security Act 

To set up a system of old-age 
pensions, unemployment insur¬ 
ance, and public assistance 

60-61 

Fair Labor Standards Act 

To provide for minimum wages 
and maximum hours 

59 

Federal Housing Administration 

To provide guarantees of loans 
and standards of home building 

12 

Securities and Exchange Act 
and Federal Securities Act 

To provide for regulation of se¬ 
curities sales and of stock 
exchanges 

25 

Banking Acts of 1933 and 1935 

To reform banking and to estab¬ 
lish federal deposit insurance 

50 

Tennessee Valley Authority 

To provide for regional planning, 
conservation, and power produc¬ 
tion in the Tennessee River Valley 

52 

Reciprocal Trade Agreements 

To provide by treaty for mutual 
reduction of tariffs 

75 

National Labor Relations Act 

To provide guarantees for col¬ 
lective bargaining 

68 

Farm Credit Administration 

To coordinate and expand agri¬ 
cultural credit 

53 
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The New Deal program asserted, more strongly than ever before in 
our history, the influence of the federal government. In many respects 
the New Deal represented a turning away from the ideal of laissez- 
faire, to the acceptance of government intervention and responsibility 
for economic welfare. It marked the first attempt by our government to 
develop a program for preventing, and lessening the effects of, depres¬ 
sion. 

The accomplishments of the New Deal have been a matter of great 
controversy. It is not easy to measure the effect of the New Deal on re¬ 
covery. From 1933 until 1938 there was gradual expansion of economic 
activity. However, much unemployment still persisted. After 1938 the 
expansion which developed was largely the result of the European war. 

As for the New Deal reform measures, some of them, such as social 
security and deposit insurance, are now taken for granted, even by most 
of their opponents of former years. Others, such as the NLRA and parts 
of the farm program, are still controversial issues, and will probably re¬ 
main so for many years to come. 


Exercises and Activities 
I Dictionary of Economic Terms 

dole moratorium priming the pump 

deficit spending New Deal work relief 

II Questions and Problems 

1) List and explain three elements of weakness in the prosperity which 
prevailed in the period prior to 1929. 

2) The New Deal aimed at ‘relief, recovery, and reform.” Explain. 

3) State the chief purpose of five important New Deal measures or ad¬ 
ministrative agencies. Would you describe the aim of each of these 
as related to recovery, relief, or reform? 

4) (a) Explain the principle of compensatory spending, (b) Give an 
example from the New Deal program which in your opinion is an 
application of this principle. 

5) (a) What is meant by “pump-priming” activity? (b) Give an exam¬ 
ple of such activity undertaken under New Deal auspices. 

6) The New Deal program accepted no single explanation of the busi¬ 
ness cycle but took measures, sometimes seemingly contradictory, 
to deal with immediate problems. In illustration of this statement give 
examples of the following: (a) a program to reduce production of 
agricultural crops, and a program to provide food for the hungry; 
(b) a program to restrict the extension of credit, and a program 
to make credit easier to obtain; (c) a program to eliminate competi- 
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tion or to reduce it, and a program for industrial cooperation; (d) a 
program to tax spending power, and a program to increase spending 
power. 

Ill Things To Do 

1) Using this lesson, other parts of this book (consult the index), 
and a textbook in American history, prepare a more detailed report 
on any one of the agencies or measures on which you reported in 
Question 3 above. 

2) In any history textbook read the section on the New Deal and report 
to the class. 

3) Consult a history textbook and write a report comparing the New 
Deal with Theodore Roosevelt’s Square Deal or Wilson’s New Free¬ 
dom. 


LESSON 83 


DIRECTING WARTIME 
EXPANSION 


The Impact of War 

The coming of war at the end of the 1930's reversed the economic 
trend. During the war, and in the years immediately following, the 
problem was a scarcity of the factors of production. Factories, men, and 
materials were inadequate to the sudden great demands for goods and 
services. The shortage of needed factors of production, accompanied by 
a tremendous demand, exerted an inflationary effect. Prices rose, and 
government policy had to shift from encouraging inflation to checking 
it. Problems of controlling expansion replaced problems of combating 
contraction. 

Even before we entered the war at the end of 1941, the national econ¬ 
omy began to feel the effects of the outbreak of war in September, 1939. 
This is shown in the charts on the next page. Aid to Britain and the Al¬ 
lies on an informal basis, and later under the terms of lend-lease agree¬ 
ments, swelled demand for implements of war, for ships, machinery, 
and foodstuffs. The United States undertook to make itself the arsenal 
and the granary for democracy. With our entry into war, we began full- 
scale conversion to a war economy. Factories were converted from 
peacetime manufacture of hardware, radios, automobiles, clothing, and 
other consumers' goods, to the manufacture of shell casings, explosives, 
tanks, airplanes, battleships, and uniforms. The proportion of national 
production made up of consumers' goods dropped, and the proportion 
assigned to military use rose. Yet, so great was the expansion of total 
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production that the output of consumers" goods rose from year to year. 

This increase in production placed a heavy burden on the factors of 
production. Scarcities of key raw materials and capital equipment ap¬ 
peared soon. In addition, the production effort was handicapped by a 
scarcity of manpower. Millions of men and women were taken into the 
armed forces. Many civilians were recruited for essential jobs in con¬ 
nection with the war effort. 

This shortage of manpower inevitably led to an increase in wage 
rates and to extra payments for overtime work. Businessmen and farm¬ 
ers also received much higher incomes. The result was a tremendous 
increase in money available for the purchase of consumer goods. But, 
because of the need for military goods and heavy equipment, civilian- 
goods production could not keep pace with the huge increase in in¬ 
comes. This excess of incomes over the goods available for purchase 
was referred to as the inflationary gap. It was an excess of demand 
over supply, and caused an upward movement of prices. 

The rise in prices was a major problem. In the first place, it increased 
the cost of the war, and aggravated the problem of raising the huge 
sums needed by the government. In the second place, rising prices 
caused demands for increased wages; in the face of labor scarcity, it 
became necessary to grant such wage increases. As wages and the costs 
of materials rose, costs of production in industry rose, and necessitated 
further increases in price. In the third place, the inflationary trend was 
a constant source of possible disunity. Business profits soared to record 
heights; and the incomes of farmers and many groups of workers rose 
faster than the cost of living. On the other hand, many people, includ¬ 
ing government employees, families living on military allowances, 
bondholders, and others receiving a fairly fixed income, found the cost 
of living outstripping their incomes. In the fourth place, the wartime 
inflation caused worry about a possible postwar deflation. The experi¬ 
ences after World War I were still sharp in people’s memories. That 
war also had seen an inflationary boom, and the postwar period had 
been one of collapse and economic grief. There was a full realization 
that, in order to avoid a similar collapse after World War II, rigorous 
control of the inflationary tendencies would be necessary. 

The attack on inflation was made on three fronts: by increasing pro¬ 
duction, by limiting demand, and by direct control of prices. 

Allocating the Factors and Increasing Production 

To control the distribution of scarce materials, and of machinery and 
equipment needed for production, the War Production Board was es¬ 
tablished. It established a system of priorities, by which materials and 
equipment were allotted to businessmen and industries in proportion to 



650 Business Cycles [Unit 14 

importance for the war effort. A national inventory of production facili¬ 
ties was undertaken, and the War Production Board attempted as far as 
possible to direct new capital and small businessmen into areas where 
their production would be most needed. Loans were arranged for busi¬ 
nessmen, to help them expand industrial facilities. Many new plants 
were constructed by the government, with government funds, and were 
operated for the government by private individuals or corporations. The 
hesitancy of some large firms to increase productive capacity, because 
they feared postwar surpluses, was overcome by a combination of per¬ 
suasion, threats to bring antitrust charges, and government financing of 
new enterprises. New aluminum plants, for example, were constructed 
in the T\"A region. Government insistence managed to break through 
the obstacle of production-limiting agreements drawn up by interna¬ 
tional cartels. One of the wartime government agencies, the Board of 
Economic Warfare, negotiated with other countries for supplies of stra¬ 
tegic materials, and coordinated our production efforts with those of 
our allies. 

Steps were taken to direct labor where it was most needed. The War 
Manpower Commission declared certain jobs essential and limited the 
movement of civilian workers. The Selective Service deferred from the 
draft workers in essential industries. The War Labor Board used its 
power to freeze wages, iu order to minimize the migration of workers 
into higher wage industries. 

Legislation limited the right to strike in war industries. Through the 
War Labor Board and other mediation agencies of the government, la¬ 
bor disputes were settled with a minimum loss of working time. The 
chief labor federations of the country pledged that there would be no 
strikes during the period of the war emergency, and the percent of 
man-hours lost through strikes was the lowest in our history. 

Our total labor force was swelled to new levels. Women filled jobs 
which had always been held by men. In the schools a “Victory Corps” 
helped mobilize student labor for volunteer agencies cooperating in the 
war eflFort, for plants and oflBces, and for farm work. A program of re¬ 
training was conducted by federal and state governments, by private 
and public schools, and by industry itself, to teach new workers the new 
skills needed in the war plants of the nation. 

Limiting Demand 

Many steps were taken to limit demand for consumers’ goods. One 
method was a program of education of consumers to buy less, buy 
wisely, and make things last longer. A constant barrage of literature, 
advertisements, radio programs, and meetings arranged by the Civilian 
Defense Volunteer Ofiice (CDVO) drove home the importance of con- 
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serving food and clothing. The public was urged to buy United States 
War Bonds, to help finance the war, and to eliminate inflationary 
spending. 

A second method of limiting demand for consumers’ goods was to 
put rigorous controls on personal loans for consumption purposes, and 
to restrict the use of installment selling. Installment buying was greatly 
reduced by requiring a larger down payment, and shortening the pe¬ 
riod for repayment. A third method was to encourage saving to the 
point where it was almost compulsory. Many firms instituted payroll 
deductions, whereby a substantial portion of the wage was taken for 
bond purchases. Actually the main pressure was that of public opinion 
in a time of active patriotism; but the pressure was effective. A fourth 
way was the freezing of wages. A fifth was increased taxation. Income- 
tax rates rose to their highest level, and more individuals paid income 
taxes than ever before. New excise taxes were levied. Excess profits 
taxes were levied on industry as a means of raising revenue and as dis¬ 
couragement to raising prices. 

The most direct way of limiting demand, however, was through a 
program of rationing. This is a method of controlhng the distribution of 
available goods, so that everyone is given an opportunity to buy a fair 
share. In ordinary times a person’s ration, or share of the goods pro¬ 
duced, depends upon the amount of money he has, and the price tag on 
the goods. Whoever has the greatest amount of money is able to buy 
the greatest volume of goods. Wartime rationing set out to change this 
customary pattern, because there were not enough goods to go round. 
Without rationing, prices might have skyrocketed to the point where 
only those with a great deal of money would have secured the scarce 
goods. 

The government set for each family a ration of scarce commodities 
(gasoline, shoes, sugar, butter, meat, and canned goods). Each family 
registered, and received a ration book with pages of different kinds of 
stamps. In purchasing rationed goods, the buyer had to give ration 
stamps as well as money. When he exhausted his stamps he could buy 
no more rationed goods, regardless of how much money he had. 

Rationing was not easy to enforce; in “black markets” goods were 
sold illegally by dishonest dealers to greedy customers, without ration 
stamps. Ration stamps were even counterfeited and sold. Nevertheless, 
the effect of the rationing system had several values. First, it made the 
sharing of a scarce supply fairer, in proportion to need as well as 
wealth. Second, it enabled the government to adjust the demand to the 
supply at any time, by raising or lowering the family ration. It therefore 
had a third very important result: it made more effective the system of 
price control which had been introduced. 
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Controlling Prices Directly 

The government created the OflSce of Price Administration (OPA) to 
administer a program of setting price ceilings, maximum prices fixed by 
law. In general, prices were to be the same as those prevailing on March 
15, 1942. Exceptions were made to provide relief to businessmen whose 
prices on that date, for some reason, were too low to be profitable. Ceil¬ 
ing prices were required to be posted, and in the case of many com¬ 
modities, had to be stated on the price tag. Rents also were fixed. The 
price-control system extended to all the major elements in the family 
budget—food, clothing, and housing. 

The system was very difficult to administer, because it had so many 
products and outlets to cover; there were 600,000 retail stores alone to 
be supervised. It made necessary a great deal of record keeping by 
businessmen, and a considerable expenditure by the government for 
supervision. Consumers were not always cooperative, and frequently 
paid higher than ceiling prices to get scarce goods. Merchants, in some 
cases, took advantage of this wilhngness to pay higher prices, and 
hoarded scarce goods for customers who were not impressed by their 
patriotic duty to obey the law. It was for this reason, partly, that a sys¬ 
tem of rationing had to be introduced to help make the price-control 
system effective. Despite these difficulties, the system of price control 
was substantially effecth o in restraining price advances. 

In order to make price control effective, the government introduced 
a program of government subsidies. It was feared that keeping down 
prices might discourage businessmen from producing. Hence, for a 
number of products, the government paid the producer a subsidy. 
The effect of the subsidy was to give the producer a higher price for his 
product, but the price paid by the consumer remained fixed. The gov¬ 
ernment paid the subsidy from its tax revenues. The subsidy method 
was used mainly to stimulate the production of minerals and farm 
products. 

The Problem of Reconversion 

At the end of the war many people were impatient with the controls 
that had been introduced during the war. Ration books were considered 
a nuisance. Businessmen regarded the reports and regulations as bur¬ 
densome red tape, and an undue limitation upon their opportunity to 
make profits. As wartime scarcities of materials and labor declined, the 
demands for lifting price controls and regulations grew louder on all 
sides. By the end of 1947 most of the regulations relating to price ceil¬ 
ings, with the exception of rent control, had disappeared. 

With the lifting of price controls, before supplies actually had caught 
up with demand^ the cost of living soared to new heights. This was ac- 
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companied by demands on the part of organized labor for further wage 
increases to meet the rising cost of living. Once again warnings were 
sounded that inflation might lead to disastrous deflation. Toward the 
end of the 1940’s there was some decline in prices. 

Just as the New Deal program for combating contraction had left a 
heritage of reforms and new administrative agencies, so the war expe¬ 
rience in combating inflation had brought additional forms of govern¬ 
ment control. 


Exercises and Activities 
I Dictionary of Economic Terms 

inflationary gap price ceib'ng priorities 

II Questions and Problems 

1) Identify each of the following by showing its connection with prob¬ 
lems of directing wartime expansion: (a) lend-lease agreement, (b) 
inflation, (c) War Production Board, (d) Board of Economic War¬ 
fare, (e) War Manpower Commission, (f) Selective Service, (g) 
War Labor Board, (h) no strike pledge, (i) CDVO, (j) United 
States War bonds, (k) installment buying, (1) ration stamps, (m) 
black market, (n) OPA, (o) rent control, (p) reconversion, (q) sub¬ 
sidies. 

2) List and explain the four major objectives of government control of 
economic activity during the war. 

3) Consult the chart on ‘‘Composition of National Product” on page 67. 
(a) Explain how it reflects the influence of war conditions. 

4) Explain the needs which justified the following wartime actions: 
(a) rationing of gasoline, (b) carrying on scrap-metal campaigns in 
the schools, (c) selling war bonds, (d) freezing of wages, (e) levy¬ 
ing of excess-profits taxes, (f) controlling retail prices. 

5) Consult the graph on national income on page 65. What changes 
took place after 1938? What factors explain the changes? 

6) Consult the graph on wholesale and consumer prices on page 367. 
What changes took place after 1938? What explains these changes? 
Why? 

III Things To Do 

1) After consulting an almanac for data, construct a chart entitled 
“Economic Factors in Expansion—1939-1945” similar to the chart 
on “Economic Factors in Contraction—1929-1932” on page 641. 

2) Read (a) The Smiths and Their Wartime Budget (Public Affairs 
Pamphlet No. 88,1944), and (b) Where Can We Get War Workers? 
(Public Affairs Pamphlet No. 66, 1942). 
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3) In a report to the class, compare price control in World War I with 
price control in World War II. 


LESSON 



PROBLEMS IN CONTROL¬ 
LING THE CYCLE 


Types of Control 

In a previous lesson, it was pointed out that there have been varied 
explanations as to which factor is fundamental in causing cyclical 
change. It is natural, therefore, that there should be similar differences 
of viewpoint in suggestions for control of the cycle.^ 

There are those who believe that cyclical fluctuations are a natural 
and unavoidable accompaniment of a free economic system. Equilib¬ 
rium, or balance, among the economic factors, in their view, results 
automatically, sooner or later. Changes in supply or demand cause 
changes in price, which bring supply and demand into a new balance. 
The balance among our manv economic factors is maintained by the 
force of individual actions in the market for goods, services, and funds 
without restriction or regulation. If we view the cycle as being a tem¬ 
porary imbalance among the economic factors, which are constantly in 
the process of reaching balance, then there is no need for introducing 
measures of artificial control. The imposition of such controls only has 
the effect of creating further imbalances, and of preventing the auto¬ 
matic reestablishment of balance among price, supply, and demand. 
From this viewpoint, control should be limited to removing barriers or 
restrictions to the free working of economic law. This would mean the 
elimination of tariff barriers, monopoly, and other restrictions to com¬ 
petition and trade. In periods of contraction, wages and prices should 
be allow^ed to fall to their natural levels, in order to stimulate the de¬ 
mand for labor and goods. Relief should be limited to relieving hard¬ 
ship, and government spending for the improvement of business condi¬ 
tions should be frowned upon. 

Among those who favor steps to control the cycle, there are differ¬ 
ences in approach. Those who believe that cycles result mainly from 
overproduction and excessive competition, stress measures for regulat- 


^ Specific proposals are outlined very briefly here and only a few examples are 
mentioned. The multiplicity of proposals can be seen by reading: Arthur Dahlberg 
and others, Recovery Plans, TNEC Monograph No. 25, Government Printing Office, 
1940. 
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ing production. They suggest measures for a greater degree of planning 
and cooperation among businessmen, so that it will be possible for 
business to adjust production to demand, to keep prices and profits 
stable. This type of thinking, as we have seen, was present in the pro¬ 
vision for “codes of fair competition” under the National Industrial Re¬ 
covery Act, and in such laws as the Miller-Tydings Act, permitting re¬ 
sale price maintenance. 

Those who believe, on the other hand, that the primary cause of the 
business cycle lies in the fluctuations of demand, propose that compen¬ 
satory spending by the government be used to check the contraction of 
incomes, spending and investment. The two devices which have been 
stressed most are public works and social security. During the contrac¬ 
tion period, the government would set into motion a planned program 
of construction projects, so as to revive the construction and heavy in¬ 
dustries. This would create a spiral of increasing production, employ¬ 
ment, incomes, and spending. Once prosperity had been restored, the 
public works program would be cut down. Similarly, the payments of 
unemployment benefits, old-age pensions, and public assistance grants 
would, during the period of depression, keep purchasing power at a 
level high enough to help business pull itself out of the depression. The 
guaranteed annual wage has also been suggested as a measure for main¬ 
taining a more stable level of wages and purchasing power, thereby 
preventing serious contraction. 

Another approach to the problem of expanding purchasing power 
has been the proposal to increase government regulation of monopo¬ 
listic industries. Such regulation, it is argued, would bring about lower 
prices, raising real income; and would prevent the restriction of output 
and employment in these industries. 

A further de\'ice for control of the business cycle has been through 
plans for the control of money and credit. This approach is based on 
the theory that the rise and fall of prices, and the accompanying expan¬ 
sion and contraction of business, can be controlled by regulating supply 
of money and the amount of credit made available to business firms. 

There have been proposals for departing completely from a money 
backed by any metal to a system of paper money, whose supply and 
value would be controlled by the government in relation to changes in 
the index of prices. There have been proposals, which to some extent 
have been put into practice, for more thoroughgoing regulation of 
bank loans and investments, more careful limitation and control of the 
issuance of bank credit, and more supervision to check unwarranted 
speculation. Measures for bank and credit control are being exercised 
especially through the open-market operations of the Federal Reserve 
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System, and through the taxing, borrowing and lending policies of the 
Treasury Department. 

Maximum Employment and Maximum Production 

The knowledge that there is a business cycle, that expansion has in¬ 
variably been followed by contraction, is constantly in the foreground 
of our consciousness. With the ending of hostilities in 1945, the fear 
that we were destined for a sharp spiral of recession worried all eco¬ 
nomic groups. Business became wary of heavy inventories; farmers in¬ 
sisted upon the continuation of supports for farm prices; labor argued 
for measures to maintain a high level of employment. 

Although nobody favored continuation of the regimentation that war 
had made necessary, many voices called for government action to pre¬ 
vent recession. To meet this challenge. Congress passed the Employ¬ 
ment Act of 1946. 

The Act sets maximum employment, the maintenance of purchasing 
power, and maximum production, as goals for the country’s economic 
system. It requires that the President transmit to Congress, at the be¬ 
ginning of each regular session, an annual “economic report,” reviewing 
the economic state of the nation, and presenting an economic program 
for the coming year. It provides for the creation of a Council of Eco¬ 
nomic Advisers, made up of three persons. With the help of a profes¬ 
sional staff, they conduct continuing studies of the economic system, as 
a basis for the economic report. The Council is completely advisory, and 
has no administrative functions at all. The mechanics of its operations 
are set forth in the diagram on page 657. 

Although the Council is only advisory, its creation was regarded in 
many quarters as a significant step. It indicated public acceptance of 
the need for organized and coordinated thinking to develop an eco¬ 
nomic program for the nation. It was recognition that some plan was 
necessary, if cyclical changes were to be anticipated in time for con¬ 
certed corrective measures to be taken. 

In the past we have allowed maximum production, which is a desirable 
thing, to be accompanied by other phenomena which were neither desirable 
nor necessary. . . . Maximum production requires not only that we provide 
the best possible equipment for workers’ use, but also that we keep our abil¬ 
ity to absorb the enlarging flow of produce in step with the rate of capacity 
enlargement. This in turn depends upon our sagacity in seeking and our 
promptness in making the appropriate price and income adjustments. For 
with these adjustments, the demand of our people can keep pace with maxi¬ 
mum supply.^ 

2 Council of Economic Advisers, Second Annual Report to the President, De¬ 
cember, 1947, p. 12. 
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The Concept of the Welfare State 

In 1949 President Truman said . . we have started out on a pro¬ 
gram of trying to plan our economic future. . . In making this state¬ 
ment, the President was reflecting the belief of many people that the 
system of private enterprise cannot survive without some control and 
planning, which would make it possible to meet the problems of the 
business cycle. This opinion has been thus summarized by Supreme 
Court Justice William O. Douglas:* 

The problem of the business cycle must be tackled. Violent swings in it are 
not as certain as death and taxes. Nor are they as inexorable as the laws of 
nature. They are man-made and therefore can be controlled by man. . . . 
The sound direction ... is the creation of a human welfare state—the great 
political invention of the twentieth century. . . . We democrats have gone 


® See The New York Times, Feb. 2, 1949. 
^ See The New York Times, Feb. 20, 1949. 
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far in our outstripping all our competitors in technical skills of industry. We 
must now outstrip them in the development of the art of social collaboration. 

There has recently been much discussion of the idea of a welfare 
state, a government which assumes the responsibility for protecting 
and improving the economic welfare of its citizens. This idea is in con¬ 
tradiction to the idea that the community makes the most progress by 
leaving it to every individual to protect and improve his own economic 
welfare. 

The program of a welfare state consists of the following objectives: 
(1) to provide security in cases of unemployment, old age, sickness, ac¬ 
cidents, death of the breadwinner, and physical handicaps; (2) to main¬ 
tain maximum effective employment of labor, capital, and natural 
resources; (3) to plan for continuous expansion of production and 
consumption, in order to raise the standard of living; (4) to increase 
economic stability by leveling the periods of expansion and contrac¬ 
tion. 

Does a welfare state mean such a degree of economic planning as 
would tend to destroy freedom of enterprise? That is a difficult ques¬ 
tion to answer, because of lack of experience. The concept of the wel¬ 
fare state has been part of the socialistic program of the British Labor 
Party. The same concept has been advanced in this country by indi¬ 
viduals and groups who are convinced that such a program can be 
achieved within a capitalistic system. This belief, that a welfare state 
and a capitalistic system can go together, is shown in the statement by 
the Council of Economic Advisers that “The CounciFs interest in the 
orderly evaluation and systematic reconciliation of public policies 
should not be misconstrued as any leaning toward ‘blueprinting the 
economy’ or ‘central planning.’ 

Looking Ahead 

There is ample evidence that the American people are overwhelm¬ 
ingly opposed to far-reaching public planning of their economic activi¬ 
ties, except in the grave emergency of war. Yet, from the early days of 
the nation, there has been a growing degree of government control over 
the economic system. 

Since the early days of the American nation, tariffs have been used as 
a means of protecting manufacturing industries against foreign compe¬ 
tition. During the nineteenth century, the federal and state govern¬ 
ments gave land and financial aid to business firms, to promote the 
building of canals, highways, and railroads. An extensive system of reg- 


° Business and Government, 4th annual report, Council of Economic Advisers, 
December, 1949, p. 23. * 
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ulation of public utilities by federal, state, and local governments has 
been developed. Many activities of the business world are checked and 
regulated through such federal agencies as the Securities and Exchange 
Commission, Federal Trade Commission, Food and Drug Administra¬ 
tion, and numerous similar agencies in state and local governments. The 
foreign trade carried on by our businessmen is considerably influenced 
by the Reciprocal Tariff Act, the European Recovery Program, and our 
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participation in the International Bank, the International Monetary 
Fund, and the International Trade Organization. Through the Federal 
Reserve System the government has tried to control the use of credit 
and thereby to check inflation and deflation. The Tennessee Valley Au¬ 
thority established a precedent for regional planning. Through the 
farm program the government has undertaken the task of stabilizing 
the income of the farmers. At the same time it has attempted, by 
means of minimum-wage laws, unemployment insurance, and old-age 
pensions, to lessen the fluctuations of workers’ incomes. By creating the 
Council of Economic Advisers, the government hopes to find a way of 
curbing the upward and downward swings of the business cycle. 
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More and more we have become accustomed to government policies 
which place limitations upon, or in other ways influence, the economic 
actions of individuals and groups. Yet the American people have not 
given up the principle of freedom of enterprise. They have regarded all 
these steps toward public control necessary for solving the problems 
arising out of our system of private enterprise; rather than as steps to¬ 
ward a diflFerent kind of economic system. But there is much diflFerence 
of opinion among the people of this nation as to how far these controls 
can be carried without destroying the system of private enterprise. 

As we enter the second half of the twentieth century, we are con¬ 
cerned with two goals: (1) increasing our economic security, and (2) 
preserving our personal liberty. Can these two goals be realized to¬ 
gether? The believers in the welfare state say, “Yes!” Others say, “No!” 
although in many cases they favor specific features of the welfare state, 
such as social insurance. The difference in viewpoint is illustrated in a 
campaign slogan used in the 1950’s, “Liberty or socialism!” and the 
statement, some years ago, of the late President Roosevelt: 

History proves that dictatorships do not grow out of strong and successful 
governments, but out of weak and helpless ones. If by democratic methods 
people get a government strong enough to protect them from fear and star¬ 
vation, then democracy succeeds; but if they do not, they grow impatient. 
Therefore, the only sure bulwark of continuous liberty is a government strong 
enough to protect the interests of the people, and a people strong enough 
and well enough informed to maintain its sovereign control over its govern¬ 
ment. 


Exercises and Activities 
I Dictionary of Economic Terms 

welfare state public works 

II Questions and Problems 

1) Identify each of the following by showing its connection with pro¬ 
posals for controlling cyclical fluctuation: (a) Council of Economic 
Advisers, (b) equilibrium, (c) NIRA, (d) guaranteed annual wage, 
(e) compensatory spending, (f) control of monopolies, (g) Federal 
Reserve System, (h) National Bureau of Economic Research. 

2) Explain the aims and mechanism of the Employment Act of 1946. 

3) Give and explain one example under each of the following: (a) Pro¬ 
posals for controlling production, (b) proposals for controlling pur¬ 
chasing power, (c) proposals for controlling money, (d) proposals 
for controlling credit. 

4) Explain how the following problems arise in attempts to control the 
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business cycle: (a) inadequate statistical data, (b) rivalry of politi¬ 
cal parties, (c) the threat to political freedom, (d) pressure from 
economic groups. 

5) Some writers have said that depressions are a necessary part of a 
dynamic economy in growth and that measures to control cycles can 
only create more problems than they solve. Do you agree? Discuss. 

6) (a) List three ways in which the government has promoted free 
enterprise during the 19th and 20th centuries, (b) List three ways 
in which the government has limited free enterprise during the 19th 
and 20th centuries, (c) What evidence is there that the American 
people are generally opposed to economic planning? What evidence 
may there be to the contrary? 

7) “The so-called system of laissez-faire, or noninterference, was in it¬ 
self a plan or method, by which . . . economic progress and human 
advancement could best be promoted.” (Controlling Factors in Eco¬ 
nomic Development by Harold G. Moulton, Brookings Institution, 
1949, p. 153.) (a) Show how the free-enterprise system has involved 
planning, (b) What are the advantages of individualistic planning 
over public planning? (c) What weaknesses in individualistic plan¬ 
ning have led to a demand for public planning? 

8) “It’s not the capitalism of the past. It’s not socialism. It’s a coopera¬ 
tive, state-aided capitalism dedicated to human welfare.” (New Re¬ 
public, February 14, 1949, in discussing the meaning of the Employ¬ 
ment Act of 1946.) Explain each of the three sentences; in each case 
show why you agree or disagree. 

9) “Economic planning, public ownership, government control, welfare 
state—these are only polite terms for the same thing—socialism— 
and inevitably communism.” Do you agree? State your reasons. 

Ill TfflNGS To Do 

1) Obtain a copy of a report of the Council of Economic Advisers. Re¬ 
port on the recommendations that are relevant to the control of busi¬ 
ness cycles. 

2) Read and report on the proposals for control of the cycle, in Recov¬ 
ery Plans by Arthur Dahlberg (TNEC Monograph No. 25, U.S. Gov¬ 
ernment Printing Office, 1940). 

3) Compare the progress of the welfare-state programs in Great Britain 
and the United States. 

4) Read and report on The Valley is Paying Off (Tennessee Valley Au¬ 
thority, 1949), a report on the TVA as an experiment in regional 
economic planning. 
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taxation, 609 

Enterprise, publicly operated, 591 
Entrepreneur, 158 

Equilibrium, economic, 266-70, and 
general welfare, 270 
Erosion, soil: 397—400, defined, 399; 
398; 399 

Espionage, 521, National Labor Rela¬ 
tions Act, 527, 536 
Estate tax, 596 

European Recoverv Program, ERP, 
591, 571, 578-81,'580 
Ever-normal-granary-plan, 425 
Evolution, 7 

Excess profits tax, 596, 651 
Exchange: commodity, 260-65; securi¬ 
ties, 182-85 

Excise tax: 597; and revenues, 603 
Exclusive-dealer contract, 308 
Exemption, tax, 596, 597, 598 
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Expansion: 648; phase of business 
cycle, 624, 626 

Expenditure: advertising, 102; budgets 
in city families, 72, 73, 75; family in¬ 
come and, 70-76; government, 1890- 
1948, 59 

Export: effect of ERP on, 580; ex¬ 
change rates and, 567-68; subsidies 
for, 573; tax on, 597; United States, 
546; visible and invisible, 550-51 
Export-Import Bank, 383, 573, 645 
Extractive industries, 160-61 

Face value: bond, 176; insurance pol¬ 
icy, 119 

Factor of Production: allocation of 
World War II, 649; defined, 157; 
equilibrium and, 267 
Factory system, 450-51 
Failure: bank, 377-80, 380. 644; busi¬ 
ness, 158-59, 165-66 
Fair Employment Practices Committee, 
FEPC, 462-63 

Fair Labor Standards Act, 463, 643, 
645 

Fair-trade law, 250, 311-12 
False advertising, 144 
Family: budgets, 70-76, in foreign 
countries, 74; farm, 406; size, 83; 
standard of living, 56-59 
Farmer, effects of inflation on, 353-54 
Farm Credit Administration, FCA, 382, 
407, 413, 643, 645 

Farm income, 419, 424r-31, 423. 429, 
643 

Farming, 81, 90, 389, 398, 406-17, 
410, 411, 414 
Fascism, 20-21 

Favorable balance of trade, 551 
Featherbedding: 518; Taft-Hartlev Act, 
531 

Federal aid, 602 

Federal Communications Commission, 
FCC, 330 

Federal Deposit Insurance Corporation, 
FDIC, 115, 381, 644 
Federal Housing Administration, FHA, 
92, 107, 383, 644, 645 
Federal Power Commission, FPC, 330 
Federal Reserve Act, 378 
Federal Reserve Bank, and Board, 372 
Federal Reserve Note: backing, 374; 
circulation, 345-47, 345; issue, 347, 
373 

Federal Reserve System: centralization, 
381; clearance, 199-200; credit con¬ 
trol, 655, 659; deposit insurance, 381; 
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margin requirements, 185; market 
operations, 375; member bank, 373; 
rediscounting, 373; reserves, 374; 
services, 373-74; structure, 372 
Federal Savings and Loan Association, 
116 

Federal Security Agency, 473 
Federal Trade Commission: Act, 323- 
24, Wheeler-Lea Amendment, 144; 
competition, 308, 311, 335 
Federations: AFL, CIO, 496; 497; rise 
of AFL, CIO, 535-38 
Fiat money, 359, 362 
Finance: company, 110 
Financial statement: analysis of, 216— 
17, by unions, 531; defined, 210 
Fiscal agent, 373 
Fiscal period, 211, 601 
Fiscal policy, 613 
Fixed assets, 204 
Fixed charge, 177 
Fixed income group, 354 
Fixed liabilities, 208 
“Flight from the currency,” 352, 569 
Flow of goods, income, savings, 6 i3 
Fluctuations: business cycles, 625; con¬ 
trolling cyclical, 654; stability in wel¬ 
fare state, 658; t>q)es of, 466--67, 623 
Food and Agriculture Organization, 
FAO, 583 

Food, Drug, and Cosmetics Act, 143- 
44 

Food stamp plan, 429 
Foreclosure, 106 

Foreign exchange: definition, 559; rates 
of exchange, 564—69; supply of, and 
demand for, 559-63 
Forest: saving the, 400-01; Service, 
402 

Franchise, 286, 329 
Free coinage, 359 
Freedom of contract, 10 
Freedom of enterprise: business cycle 
and, 637; defined, 10—11; limits to, 
11; taxation and variety in, 610; wel¬ 
fare state and, 660 
Free gold market, 360 
Free market: defined, 263, 266; equi¬ 
librium and, 266-67 
Free Silver campaign, 368-69 
Frozen asset, 205, 380, 643 
Funded debt, 208 

Gandhi, 229 
“Gary dinners,” 292 


General Motors: sales, prices, 228; 
wage contract, 441 

General welfare: and equilibrium, 270; 

and labor problems, 438-39 
Gentlemen’s agreement, 292 
Gift tax, 597 

Gold: certificates, 344; foreign ex¬ 
change and, 565-66; reserves, 361; 
shipments, 567, 572; standard, 573 
Good will, 203 

Goods, 3, in relation to income savings, 
632 

Gompers, Samuel, 521, 535 
Government: agencies for consumer 
education, 129-30; bonds, 117; busi¬ 
ness and, 334-38; control, child la¬ 
bor, 461, consumer credit, 108-10, 
credit, 377-84, FHA, mortgage 
credit, 107, grading and labeling, 
137-39, growth of, 658, 659, hours 
of work, 451-52, immigration, 161— 
62, institution of capitalism, 13-14, 
protection of consumers, 140-46, 
savings deposits, 115, securities and 
exchanges, 191-92, supply of labor, 
447, women’s working conditions, 
460; housing, 92-93; in the money 
market, 382-83; regulation of unions 
by, 529; ownership and operation of 
industry. 336-38; services, 589; sup¬ 
port of farm prices, 424-31 
Grade labeling, 137-39 
Grades, 135-36 
Grain Futures Act, 265 
Grand Coulee Dam, 404 
Grange, 319 

Graphs, interpretation of, 35-38 
Great Britain: consumers’ cooperatives, 
149; income, 84; socialism, 18; wel¬ 
fare state, 658 
Green, William, 535 
Greenback: 359, 368; Labor Party, 500 
Grievance: procedures, 508-10; provi¬ 
sions in contract, 500 
Gross national product, 64 
Group insurance, 123 
Guaranteed annual wage, 441, 500, 655 
Guffey-Snyder Act, 328 

Hamilton, Alexander, 366 
Handicraft industries, 160 
Hawley-Smoot Tariff Act, 577 
Haymarket Affair, 535 
Heavy industries, 627, 629 
Hedging, 264 
Hillman, Sidney, 537 
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Hiring hall, 490 Industrial illness and accidents, 452- 


Histogram, illustrated, 36 
Holding Company: defined, 295; 295, 
304; control, 305 

Home: construction, 644; ownership, 
113-14, 114; relief, 642 
Home Owners Loan Corporation, 
HOLC, 383, 643 
Hoover Dam, 404 
Hoover, Herbert, 382, 643 
Horizontal union, 495 
Hours of work: 450-52; comparison, 
1900 and 1940, 5; decline, 1850- 
1950, 451; to buy goods, 85 
Housing: condition of, 89, 90; con¬ 
struction, 235; importance, 87-89; 
legislation, 92-93; new construction, 
1910-1948, 88; public, 615; high 
cost, 91; union projects, 501 

Identical bids, 291-92 
Illness, industrial, 452 -57 
Imbalance: consumption, 635; credit 
and investment, 636; defined, 632; 
factors, 637; pre\ention of, 654; pro¬ 
duction, 634 
Immigrants, 461-62 
Immobility: capital, 269; labor, 445 
Imperialism, 548 

Import: ERP, 580; exchange rates and, 
567-68; foreign exchange and, 559-. 
63; tariff, 574; visible and invisible, 
550-51 

Income: 593; contraction of, 655; de¬ 
fined, 5; expense, 215-16; farm, 
424-31; free, 589; goods and sav¬ 
ings, 632; government expenditures, 
592; inequality of, 635; national and 
public, 592-95; per capita, in 1900 
and 1940, 5; redistribution, 594, 617; 
standard of living, 56-58; taxes on, 
598 

Income-in-kind: among farmers, 83; 

standard of living, 57 
Incorporation: advantages and disad¬ 
vantages, 167-69; defined, 166; ex¬ 
tent of, 170; 169 
Independent union, 496, 522 
Index number: definition and method 
of construction, 45-47; interpreta¬ 
tion, 46-47 

Indirect tax: defined, 607, elimination 
of, 609-10; regressive effect, 608 
Individualism, 13-14 
Industrial democracy, 536 


57 

Industrial insurance, 123 
Industrial revolution, 7 
Industrial union, 495 
Industrial Workers of the World, IWW, 
536 

Industries, classified: 162, 169 
Industry: defined, 159; localization of, 
391 

Inequality of income: business cycle 
and, 635; taxation and redistribution, 
594, 617 

Inflation: 60, 355; defined, 351; effects 
of, 351-56; investment and, 656; 
price control, 652; stabilization, 352; 
Thomas Amendment, 643; World 
War II, 647 
Informative label, 136 
Initiation fee in unions, 492, 531 
Injunction: 524; Pullman strike, 321; 

Taft-Hartley Act, 530, 532 
Insecurity, 464-72 

Insolvency: defined, 165; frozen assets, 
205-06 

Installment buying: defined, 104; in 
World War II, 651; percent of sales, 
109 

Insulated market, 253 
Insurance: as savings, 120-21; defined, 
119; deposit, 381, 644; dividends, 
120; investments of, 121; life, 119- 
20; rules to follow, 123-24; social, 
469; types of policies, 121-23; unem¬ 
ployment, 643, 659 
Intangible asset, 203-04, 213 
Integration, 290 

Interdependence, economic, 555 
Inter-District Settlement Fund, 374 
Interest: defined, 106; in consumer 
credit, 107-08 

Interior, Department of, 590 
Interlocking directorate, 293, 294 
Intermountain Consumers’ Service, 130 
International Bank, 582, 591, 659 
International gold bullion standard, 
362 

International Labor Organization, ILO, 
584 

International Monetary Fund, IMF, 
583, 659 

International Refugee Organization, 
IRO, 584 

International trade: importance, 546; 
553, 554; 556: national income, 07- 
68; trends, 553—55 
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International Trade Organization, ITO, 
583, 659 

Internationalism, economic, 547 
Interstate Commerce Act, 309, 320, 
329-30 

Interstate trade barrier, 249 
Im ention and business cycle, 638 
In\ entories, as current asset, 204—05 
Inventory, turnover, 207 
Imestor: effects of inflation on, 354; 
protection of, 191-92 

Jobber, 161 
Job security, 500 
Jurisdiction, union, 491 
Jurisdictional disputes: AFL and CIO, 
539; defined, 495; in 1920’s, 537; 
Taft-Hartley Act, 529 

Keynes, John Maynard, 644 
Knights of Labor, 534 

Labeling, 132-39 

Labor: 436; absenteeism, 452; Clayton 
Act and, 448, 521; defined, 435. de¬ 
mand for, 444-46; Department of, 
591; hours, 450-52; groups, 444; 
445; immobility of, 445: leaders, 
502-03; mo\ement, 534—39; prob¬ 
lems, 435-39; production, 157; sea¬ 
sonal fluctuations, 442, 446; Sherman 
Act and, 322, 520; supply of, 444— 
46; working conditions, 450-57; 
World War II, 650 

Labor’s League for Political Education, 
501 

Labor Statistics, Bureau of, 591 
Laissez-faire: Adam Smith, 13-14; de¬ 
fined, 13, 319; New Deal, 645 
Land: man and, 389-94; production, 
157, 392; uses, 409 
Landlord, effects of inflation on, 354 
Large-scale production, 231-34 
Law of diminishing returns, 392—93 
Law of supply and demand, 256 
Leaching, 398 

Legal institution: defined, 9; of capi¬ 
talism, 9—14 
Legal reserve, 349 

Legal tender: defined, 345; in gold 
standard, 360 
Lend-lease, 578, 647 
Level premium method, in life insur¬ 
ance: 120 

Lewis, John L., 537 

Liability: defined, 207; limited, 167-68 
Liberai Partv, 500 


Life expectancy, 5 

Life insurance: 119-124, methods of 
distribution, 123 

Limited payment life insurance, 122 

Line of credit, 201 

Liquid asset, 205 

Liquidation, 174 

Liquidity, 217 

Listed share, 182 

‘'Little Steel,” 277 

Loan: bank, 200-01, 349; commodity, 
425; crop, 425; Export-Import Bank, 
645; shark, 110; World War I, 571; 
World War II, 650 
Lobbying, 315, 500, 519, 524 
Localization of industr>% 391, 544 
Local price cutting, 309 
Lockout, 522, 530 
Long position, in speculation, 183 
Long-term capital, 194 
Loss leader, 310 

Luxuries: index of living, 85; percent 
spent on, 73; taxes on, 597, 606 

McKinley, William, 369 
McMaster, J. B., 364-65 
McNary-Mapes Act, 138 
Machinery, effects on prices, 235 
Malthusian theory, 393-9-t, 390 
Management: business, 436; corpora¬ 
tion, 301; family, 61; production, 157 
Managerial and self-employed, distribu¬ 
tion of income among, 81 
Man and Land, 389-94 
Man-hour: defined, 442; W'orld War II, 
650 

Margin: buying on, 184; regulation of, 
185, 376 

Marginal enterprise, and equilibrium, 
267 

Market: 252-58; black, 651; buyers, 
258; defined, 252; foreign, 644; free, 
263, 266-67; 276; leadership, 277- 
78; money, 382-83; organized, 182- 
84, 260-B5; oxerlapping, 252-54; 
perfect, 263; price, 254-58; securi¬ 
ties, 179-88; sellers’, 258; types, 252- 
54, 263-64, 266-70, 27.5-81, 261, 
268, 276, 278; value, commodities, 
261-64, securities, 186-88 
Marketing: cooperative, 430; quota, 421 
Mark-up, 240 

Mass picketing; defined, 515; used by 
CIO, 538 

Mass production; 226, 228, 231; as¬ 
sembly line, 233; benefits, 234; 235; 
costs, 230-37; defined, 90; housing. 
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89-91; industries, 160; labor, 537- 
38; overhead costs and, 227—28; 
problems, 235 
Material, strategic, 650 
Maturity date, 176 
Mean, arithmetic, 38 
Meat Inspection Act, 137-38, 142 
Median, 38-39 
Mediation, 507 
Medium of exchange, 343 
Member bank, 372 
Merger: defined, 297; 323 
Merit rating, 479 
Mesabi range, 544 

Middleman; defined, 160-61, 246; in 
securities sales, 180-81; services, 248 
Migratory farm worker, 407 
Military production: cause of inflation, 
649; effect on standards of living, 67; 
proportion of national produ< t, 1029— 
46, 67 

Miller-Tydings Act, 311, 335—36, 655 
Mines, Bureau of, 591 
Minimum-wage law, 659 
Minimum wage, 537 
Misbranding, 143 
Mitchell, Wesley C., 126, 634 
Monetary^ standard, 358-63 
Money: 343; bimetallism, 360, 368-70; 
circulation, 346-47; convertibility of, 
344, 360; defined, 343; depreciation 
of, 351; fiat, 359; functions, 343-44; 
gold standard, 359-62; irredeemable, 
359; 34; kinds of, 344-46; market, 
defined, 383; political issue, 364-70; 
quantity, 366; redemption of, 344, 
360; reserve, 346; sound, 358—59; 
standards, 358-63; subsidiary, 345; 
supplv of, 655; unit, 359; value of, 
359 

Monopolistic competition: defined, 275; 
effect, 280; housing, 91; market 
leadership, 277-78 

Monopoly: antitrust laws, 319—25; 
business cycle and, 636; buyers, 275; 
cartel, 292; combinations, 289-97; 
competition and, 275-81, degrees of, 
276-88, 276; concentration, 282—88; 
control of, 299-306; controversy over, 
313-17; defined, 275; government 
control, 319-25, 335^6; holding 
company, 295-96; housing, 91; insu¬ 
lated markets and, 254; interlocking 
directorates, 294; legal, 277, 286, 
329; limitations on, 280-81; market 
leadership, 277-78, 278; merger, 290, 
297, 323; natural, 328-29; patent. 


277; patent pool, 293; price discrim¬ 
ination, 309; product diflFerentiation. 
277; public utility, 327-33; pyramid¬ 
ing, 304; TNEC investigation, 335- 
36; unfair competition and, 309-10 
Monopsony, 275 

Moratorium, mortgage: farm, 413, 643; 
home, 643 

Mortality rate: business, 249; insurance, 
119 

Mortality table, 119 
Mortgage: bond, 176—77; defined, 106, 
176; farm, 412-14, 643; land values 
and foreclosures, 414; loan, 106-07; 
moratorium, 643 

Multilateral balancing of payments, 563 
Munn vs. Illinois, 320 

National Association of Manufacturers, 
524, 536 

National bank, 372 
National Banking Act, 378 
National Bituminous Coal Commission, 
328 

National Bureau of Economic Research, 
34 

National Consumer-Retailer Council, 
127 

National income: defined, 64, 65; dis¬ 
tribution, 79-81, 82; relation to pub¬ 
lic finance, 592, 614; standards of 
living, 64—66 

National Industrial Conference Board, 
34 

National Industrial Recovery Act, 
NIRA: New Deal and, 643, 644, 645, 
655; regulation of competition, 310- 
11, 335; Section 7a—collective bar¬ 
gaining, 526 

Nationalism, economic, 547 
Nationalization: defined, 15; in Great 
Britain, 18-19, 18; under socialism, 
17-18 

National Labor Relations Act, NLRA, 
and free speech, 531; criticism of, 
532; New Deal and, 643, 645; pro¬ 
visions, effects, 522, 526-28 
National Labor Relations Board, NLRB, 
527, 530, 531 

National product: composition of, effect 
on standards of living, 66-68; defined, 
64 

National union: definition, 493; figures 
on size, 493; convention, 493 
National Youth Administration, NYA, 
643 
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Natural resources: conservation of, 
396-404; defined, 389; distribution 
of, 391; S97; effect on standards of 
living, 63; erosion, 397—400; im¬ 
portance of, 389-92; reserves, 405; 
use, 543; waste, 396-97 
Nature, man and, 389-92 
Necessities, percent spent on, 74-75 
Negotiable instrument, 194 
Negotiation: as a profession, 510; de¬ 
fined, 487; trade agreement, 506 
Net cost, of insurance policy, 120 
Net worth: defined, 208; effect, 214; in 
balance, 213; return on, 208; sales 
and, 217 

New Deal: 639-46; definition, 642; 
labor and, 529, 537; money market 
affected by, 382; reforms, 645 
Newlands Act, 402 
New York Curb Exchange, 182 
New York Stock Exchange, 182 
New Zealand, income, 84 
Noncompeting groups, 444, 445 
Non-durable good, 160 
Non-operating income, in profit and loss 
statement, 215 
No-par common stock, 175 
Norris-La Guardia Act, 522, 524 
Note payable, 208 
Note receivable, 204 

Occupational, income levels, 81-82 
Odd lot broker, 183 
Office of Price Administration, OPA, 
652 

OflBcers, in the corporation, 173 
Old-age pension, 470, 474—77, 643 
Oligopoly, 277 
One-crop agriculture, 398 
Open-book credit: 194; creating account 
receivable, 204 

Opening price, for securities, 187 
Open market in securities, 182—83 
Open market operations, 375 
Open-price association, 291 
Open shop: defined, 490; labor, 536- 
37 

Operating expense, in profit and loss 
statem3nt, 215 
Operating company, 296 
Opinion: 25-26; poll, 25-26 
Optimism and business cycle, 638 
Ordinary life insurance, 123 
Organization: of a business, steps in, 
158; of the corporation, 172-75 
Organization for European Economic 
Cooperation, OEEC, 579 


Organized market: advantages and dis¬ 
advantages, 263-65; defined, 260; 
perfect competition and, 263; pricing 
in, 266-65; types, 182-84, 260-65 
Outlaw strike, 514 
0\ ergeneralization, 27-28 
Overlapping market, 253 
Overproduction, 634, 654 
Over-the-counter market, 186, 187, 189 
Owned capital, 208 
Ownership in the corporation: defined, 
301; dispersal, 299-301 

Paid-up insurance, 121 
Panic, financial, 371, 377, 628 
Paradox of value, 420, 421 
Parent company, 295 
Parity price, 427—28, 429 
Par of exchange, 565 
Partnership, 166 
Par value, 175 

Patents: big business and, 286; defined, 
277; pooling of, 293 
Patronage di\1dends, 148 
Patronage, political, 592 
Patrons of Husbandry, 319 
Payments: balance of, 551, 562; inter¬ 
national, methods of, 559-69, 561 
Payroll tax, 597 

Pegging: defined, 360, 567; in gold 
standard, 360; rate of exchange, 567 
Pensions, 643 

Per capita expenditure, bv government, 
591 

Per capita national income, 65 
Percentage: analysis, of financial state¬ 
ments, 216-17; increase or decrease, 
method of computing, 43 
Perfect competition: defined, 263, 275; 

organized market and, 263 
Personal income tax, 596-97 
Personal Liberty, 660 
Personal loans, 107-08 
Pessimism and business cycle, 638 
Phases of business cycle, 624 
Picketing: 514; mass, used by CIO, 538 
Pictorial chart, 37 
Pie chart, 36 

Planning: business planning, 157-59; 
collective system, 16; in welfare state, 
658; international economic, 579; re¬ 
gional planning, TVA, 402-4)4 
Ploughing back, 174 
Point-Four program, 584 
Point of diminishing returns, 392-93 
Police power, 14 
Policies, insurance, 121-22 
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Political Action Committee, 501 
Political activity of unions: 500; limited 
by Taft-Hartley Act, 531-32; AFL 
and CIO, 539 

Political institutions: defined, 7-8; in 
the U.S., 16-17; totalitarian, 19-20 
Political unionism, 535 
Pool: monopolistic device, 292; patent, 
293; securities speculation, 190 
Pooling of reserves, 374 
Population: effect on standards of living, 
63; shift to city, 392 
Port of New York Authority, 337 
Postal savings, 115 
Poverty; standard of living, 51-52 
Powderly, Terence V., 535 
Preferential shop, 489 
Preferred stock, 175 
Premise, 28 

Premium, insurance, 119 
Prices: balancing, 654; business cycle 
and, 628-29; changes in, 367; con¬ 
trol of, 652; farm, 424^6; meat, 
1939-47. 42; movements, 1929- 

1932, 571; securities, 186-90; World 
War II, 649 

Price: as balancing mechanism, 266- 
70; behavior, 264; cutting, 309; dis¬ 
crimination, 309; demand and, 256; 
257; equilibrium and, 266-70; flexi¬ 
ble, 279, 280; leadership, 277-78; 
level, 351; mass production and, 228; 
monopolistic, 278-80; open, 291; or¬ 
ganized market and, 260-65; parity, 
427-28, 429; production and, 280; 
relation to quality, 100; resale, 655, 
247; supply, 256; support, 425 
Primary boycott, 516 
Priming the pump, 644 
Principal, 106, 176 
Priorities, 649 
Private enterprise, 9 
Private property, 10 
Processing industries, 160-61 
Producers: defined, 3; goods, 66, 160 
Product differentiation, 240-42 
Products, diversification of, 240-42 
Production: allocation of, 649; defined, 
3; effect on cost, 234-37; effect on 
income, 63-68; imbalance in, 634; 
labor restrictions on, 518; large scale, 
231-34; maximum, 656; military, 67, 
649; monopolistic, 278-80; round¬ 
about, 231, 634; World War II, 647, 
649 

Productivity: defined, 442; effect on 
wages, 442-44; increase, 1850-1944, 
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443; related to investment per worker, 
231 

Professional workers, distribution of in¬ 
come among, 1947, 81 
Profit: 5; and loss statement, 215-16, 
215; motive, 11—12; sharing, 441- 
500 

Profits: allocation of, 216; business 
cycle and, 628; costs and, 238-44, 
228; overhead costs and, 225; taxes 
and, 651; World War II and, 649 
Progressive Party, 500 
Progressive taxation: definition, 608; 

limitations of, 610 
Proletariat, 19 

Promissory note: 176, 194-95 
Property, 10 

Proportional taxation, 608 
Proportioning of factors: business, 158; 

farming, 408 
Prosperity, 628 
Protective tariff, 574, 597 
Proxy, 303 

Public assistance, 470, 643 
Public Contracts Act, Walsh-Healey, 
463 

Public control: growth of, 658; 659 
Public debt: definition, 594; growth, 
614, 615 

Public enterprise, 336-38, 591 
Public Finance: budget problems, 590; 
cost of World War II, 649; definition, 
589; government expenditures, 1890- 
1948, table, 591; policies, 609-11 
Public housing, 92-93 
Public service, 589 
Public Service Commission, 329 
Public utility: defined, 327; regulation, 
329-32; scope of, 336; TVA and, 
403-04 

Public Utility Holding Company Act, 
332 

Public works, 642, 644, 655 
Public Works Administration, PWA, 
642 

Pujo Committee, 321 
Pullman strike, 321 

Purchasing power: 643, 655, 656; in¬ 
dex numbers, 1929-47, 62 
Pure Food and Drug Act, 142 
Pyramiding, 304, 305 

Quantity theory of money, 366 
Quota: immigration, 462; import, 574; 
marketing, 427 

Quotation: commodity, 262; stock and 
bond, 187-89 



674 


Index 


Racketeering, union, 503, 537 
Radicalism in labor movement, 536, 
537 

Radios, U.S. and world, 85 
Random fluctuation, 623 
Range, in securities prices, 187 
Rate: of exchange, 564-69; of interest, 
176; of return, 208; of turnover, 
206-07 

Rate, tax: defined, 596; graduated rate, 
598; progressive, 608; proportional, 
608; regressive, 608 
Rationing, 651 

Real estate tax, 596, 606, 607 
Real income: 57; living standards, 83- 
84; national income, 65 
Real wage, 442, 442 
Receivables, as current asset, 204-05 
Recession, 630 
Reciprocal Tariff Act, 577 
Reciprocal trade agreement: 577, 644; 
under ITO, 583 

Reconstruction Finance Corporation, 
RFC, 382, 643 
Reconversion, 652 

Recovery: New Deal measures for, 643, 
644; phase, of business cycle, 626 
Redemption, of bonds, 177 
Redemption, of money, 360 
Rediscounting, 373 
Reforestation, 400, 643 
Reform, New Deal measures, 643, 645 
Refunding: defined, 177; of government 
debt, 619 

Regimentation, 656 

Regional planning, and the TVA, 402- 
04 

Registrar, c*orporation, 183 
Registration statement of SEC, 192 
Regressive tax, 608 

Regulation, of public utilities, 329-32 
Reinvested profit, 174, 177, 297 
Relative change, 43 
Relative number, 43-44 
Relative sizes of industrial groups, 162 
Relief, New Deal, 642 
Rent control, 92, 652 
Repossess, 108 
Representative democracy, 16 
Representative sample, 33 
Resale price maintenance, 250, 655 
Research Institute of America, 34 
Reserve cash: defined, 347; gold stand¬ 
ard and, 361; member banks, 373; 
pooling of, 374 

Reserve ratio: for deposits, defined, 
347, 348; for money, 361 


Reserves, mineral, 396, 397, 405 
Restrictive co\ enant, 88 
Resumption Act, 368 
Retailer, 161 

Retraining in World War II, 650 
Return on net worth. 208 
Revenue, 593 

Revolution: 7, industrial, defined, 7; 
Russian, 7 

Rigging the market, 190 
Right of way, 328 

Risk: assumption of, 153-59; in busi¬ 
ness, 158-59; in investment, 190- 
01 

Robinson, Patman Act: 309; and small 
business, 335 

Rochdale principles, 149-50 
Roosevelt, F. D., 335, 379, 642 
Roosevelt, Theodore, 402 
Roundabout production: defined, 231; 

effect on business cycle, 634 
Rule of reason, and restraint of trade, 
321 

Rural Electrification Administration, 
REA, 407 

Russell Sage Foundation, 110 

Sabotage, 515 
Safe deposit, 116 

Savings: advantages, 114-16, 117; 

business cycle and, 628, 636; com¬ 
pulsory, 112-13; credit and, 349; de¬ 
posits, 196; factors determining, 
112-13; family income and, 72-73; 
goods, 632; life insurance, 123; 
social importance of, 113; taxation 
and, 594, 610; war bonds and, 651 
Scales checking, 141 
Scarcity, economic, 252 
Schools, in consumer education, 126-27 
Science, government contributions to, 
591 

Scientific management, 234 
Seal of acceptance, 136-37 
Seat on an exchange, 182 
Secondary boycott, 516, 531 
Secular fluctuation, 623 
Securities and Exchange Act, 645 
Securities: book value, 214; defined, 
176; for loans, 169; marketing of, 
179-85; market value, 186-88; sales, 
191-92; selling, 179-85; speculation, 
183-84 

Securities Exchange Commission, SEC, 
191-92 
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Securities Exchange: defined, 182; 
regulation of, 192; trading in the, 
182-85 

Security: for the worker, 437; goal of 
society, 660; measures, 467-72 
Selective Service, 650 
Self-employed, 435 
Self-generating theory, 631 
Self-sufficiency, methods of, 547 
Sellers’ market, 258 
Selling securities, 179-85 
Seniority, 500 

Separation of ownership and control, 
in large corporations, 301—05 
Service industry, 160—61 
Sharecropper, 412 
Shays* Rebellion, 365 
Sherman Antitrust Act, 312, 320-21, 
520 

Shifting of tax, 607 
Short sale, 183-84 

Short term: capital, ir«4; loan, 199--200 
Silver: certificate, 347; free coinage of, 
368-69; standard, 360 
Silver Purchase Act, 370, 644 
Single proprietorship, 166 
Sit-down strike, 514, 538 
Size of business, and war production, 
284-85 

Skilled and semi-skilled workers, dis¬ 
tribution of income among, 1947,. 
81 

Slowdown, 514 

Small business: aiding, 334—45; survi¬ 
val of, 287-88 
Smith, Adam, 13-14 
Snyder, Carl, 13 

Socialism: defined, 16; institutions of, 
17-19; welfare state in Great Britain, 
658 

Social insurance, 469 
Socialization, 15, 336-37 
Social Security Act, 469, 643, 645 
Social Securitv' Administration, 473 
Social security: 537, 655; extending, 
479-80; law, 469-80, 471; number, 
473, 473; taxation for, 597, 609; wel¬ 
fare state and, 658 

Soil Conservation and Domestic Allot¬ 
ment Act, 427 

Soil Conser\'ation Service, 402 
Soil: defined, 398; exhaustion, 397-400 
South: crops of, 544; per capita income, 
82; substandard workers in, 458-59 
Specialization: defined, 232; in farm- 
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ing, 409; in industry, 160; terri¬ 
torial, 232 
Specie, 345 

Specification, buying by, 98 
Speculation: 183; business cycle and, 
628; controlling, 655; in securities, 
183-84, 188, 190 
Speed-up, 440 

Spending: business cycle and, 636; 
compensatory, 644, 655; families, 70- 
76; habits, 57; government, 614-19; 
taxation and, 594, 617; unit, in 1947, 
79 

Sphere of influence, 548 
Stabilization: of prices, 359, 375-76; of 
rate of exchange, 569; of world trade, 
577-85 

Standard and Poor’s Corporation, 34 
Standard of identity, 146 
Standard of living: 5.9; adequate, 80; 
American, 78-84; classified, 51-53; 
comparative, 83-86; defined, 51; 
factors determining, 56-61; govern¬ 
ment services and, 589; relative, 53- 
55; welfare state and, 658 
Standard of measurement: canned 
goods, 135-36; defined, 1.33; labels 
and, 132-39; need for, 132-33 
Standard of quality, 144 
Standard of value, 344 
Standardization: of labels, 137; of 
measiurements, 133-34; of sizes, 133- 
35, 134-35 

Standards, Bureau of, 590, 591 
State aid, 602, 603 
State bank, 372 
State, Department of, 590 
Statements, financial, 210-18 
Statistics: averages in, 38-40; correla¬ 
tion in, 47; defined, 31; reliability of, 
32-33; sources of, 33-34; value of, 
31-32; 36, 37 
Stephens, Uriah S., 535 
Sterling, pound, 559 
Stock, certificate of, 167 
Stock exchange, 182-83 
Stock ownership, 300 
Stockholder: defined, 167; financial 
rights, 173-75 
Store of \ alue, 344 
Straight life insurance, 122 
Strategic materials: ERP and, 579; 

World War II and, 650 
Strike: benefits, 487: compulsory ar¬ 
bitration and, 508; 528; sit-down, 
538; Taft-Hartley Act, 529; types, 
514; World War II, 508, 650 
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Strikebreaker, 523 

Subsidiary': defined, 295; Public Utility 
Holding Company Act, 332 
Subsidies: public finance and, 589, 590, 
592; World War II and, 652 
Subsistence, standard of living, 52 
Substandard worker, 457-63, 537 
Sun-spot theory, 638 
Supply: balancing, 654; business cycle 
and, 627, 629; defined, 254; demand 
and price, 256, 256; effects on price, 
257; elastic, 254; factors, 254; farm 
products, 417-19; foreign exchange, 
559; labor, 444-46 
Survivors’ Benefit, 474-75 
Surplus: business cycle and, 643; cor¬ 
porate, source, 207, 216; farm, 419; 
FAO, 583; governmental, 593 
Sustained-yield forestry, 401 
Sweatshop, 450 

Sweden: Consumers’ cooperatives, 150; 

per capita real income, 84 
Sympathetic strike, 514, 531 
Syndicate, in securities sales, 180 

Taft-Hartley Act: 529-33; closed shop, 
489; featherbedding, 518; national- 
emergency, 508; jurisdictional dis¬ 
putes, 496; union politics, 501 
Tangible assets, 203-04 
Tariff: changing tariff policies, 575; 
controversy, 574; definition, 574, 597; 
reciprocal tariff policy, 577 
Tax: ability-to-pay principle, 605; base, 
596; benefit principle, 604; burden, 
604-11, 617, 606; chain store, 250; 
defined, 593; direct and indirect, 607; 
hidden, 608; inheritance, 596; per- 
capita, 594; poll, 596, 606; problems, 
610-11; property, 596, 606, 607; 
rate, 608; sales, 597, 603; taxable in¬ 
come, 598; types of, 596; withhold.- 
ing, 598 

Teapot Dome scandals, 315 
Technological unemployment: defined, 
467; featherbedding and, 518 
Technology: defined, 63-64, 315; effect 
on employment, 467; effect on stand¬ 
ards of living, 63-64; effect on wages, 
442-43 

Telephones, U.S. and world, 85 
Teller’s check, 558 

Temporary National Economic Com¬ 
mittee, TNEC, 324, 335-36 
Tenant farmer, 412 


Tennessee Valiev Authority, TVA, 402 
04, 403, 591, 615, 645, 659 
Term insurance, 121-22 
Territorial specialization, 232 
Testing agencies, for consumers, 130 
Thomas Inflation Amendment, 370, 643 
Ticker, 183 
Tie-in sale, 308 
Time deposits, 196 
Total cost, 225-27 
Totalitarian, 17 

Trade: acceptance, 194; agreement, 
506; association, 291; barriers, 570- 
76; interstate, 249-50; reduction of, 
579, 581, 583 

Trade Union Unity League, 536 
Trademark, 286 
Transferability of shares, 168 
Travelers’ checks, 116 
Treasury Department, 656 
True interest rate, 107-08 
Truman, Harry S: “Point Four” pro¬ 
gram, 584; quoted, 584, 657; Truman 
Doctrine, 591 
Trust, 293 

“Trust-busting,” 319 
Turning points: defined, 624; upper, 
628; lower, 630 

Turnover: analyzing, 216; capital, 206; 
inventory, 207 

Twentieth Century Fund, 34, 246, 576 

Unauthorized strike, 514 
Underconsumption, 635 
Underwriting, Securities issues, 180 
Undivided profits, 174, 207 
Unemployment: business cycle and, 
628; causes of, 466; defined, 465; 
effect, 537; featherbedding and tech¬ 
nological, 518; insurance, 470, 477— 
79, 643, 659; related to farm income, 
423; and State benefits, 478 
Unfair competition, 307 
Unfair labor practices: National Labor 
Relations Act, 527; Taft-Hartley Act, 
530 

Unfair list, 516 

Unfavorable balance of trade, 551 
Uniform Small Loan Law, 110 
Union: activities, 498-505; antitrust 
laws and, 520; check off, 492; closed, 
489; collective bargaining, 526-29; 
company 522, 527, 536; contracts, 
498, 500, 506; controlling supply of 
labor, 447-48; craft and industrial, 
495; definition, 485; democracy in, 
491-92, 502-04; discrimination, 527; 
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history of, 534—39; joining the, 485- 
86, 492; jurisdiction of, 491; label, 
517; local, national, and federation, 
492-93, 496-97, membership, 496, 
535, 538; methods used against, 520- 
25; methods used by, 514—19; Na¬ 
tional Labor Relations Act, 526-28; 
officers, 492, 502-04; peaceful settle¬ 
ment of disputes, 506-12; per- 
capita tax, 494; political activity, 500, 
535; recognition and security for, 
488—89; restrictions on housing, 91; 
rights and responsibilities of, 504; 
shop, defined, 489; structure, 491- 
97; Taft-Hartley Act, 496, 501, 529- 
33; trade, 91; workers’ education, 501 
Union of Soviet Socialist Republics, 
USSR, communism in, 19-20; eco¬ 
nomic planning in, 20; ERP and, 
579; income, 85; revolution, 7 
Unionism, business and poliucal, 535 
Unit cost, 225-26 

United Automobile Workers Union, 
wage contract, 441 
United Mine Workers Journal, 453 
United Nations, 581, 591 
United Nations Educational, Scientific, 
and Cultural Organization UNESCO, 
582 

United States Employment Service, 
USES, 643 

United States Housing Authority, 92, 
383 

United States notes, 368 
United States Steel Corporation, 277 
Unity in labor movement, 539 
Unlimited liability, 166 
Unskilled workers, income, 81 
Utility and price, 252 

Value: asset, 203, 331; commodity, 262; 
economic, 4, 252; land, 414; paradox 
of, 420, 421; money, 351-52, 58; se¬ 
curities, 186^8 
Vertical union, 495 
Victory Corps, 650 

Voting rights in corporation, 172, 175, 
177 

Wabash R.R. vs. Illinois, 320 
Wage assignment, 108 
Wage earner, 435 

Wage rates: 444-48; types of, 440-44 
Wages and Hours Act, 463 
Wages: cost of living, 441; defined, 
440; guaranteed, 441; lag, 635, 42; 
449; piecework, 440; productivity 


and, 442-44; profit sharing, 441; real, 
442, 449; World War H, 649, 650 
Wartime period, unemployment insur¬ 
ance, 479 

Walking delegate, 493 
Wall Street, 378 

Walsh-Healey Public Contracts Act, 
463 

War: business cycle and, 638; control¬ 
ling inflation, 647-53; debts, 578; ex¬ 
pansion during, 647; government 
budgets, 613-16; international trade, 
570; expansion during, 647; lend- 
lease, 578, 647 
War Labor Board, 650 
War production, 284-85 
Waste: and competition, 248; of natu¬ 
ral resources, 396-97 
Watered stock, 214 

Wealth: defined, 5; forms of, 6; in¬ 
come, 5-6; of nations, 13-14; social 
and individual, 6; standard of living, 
53 

Weather Bureau, 590 
Weighted average: defined, 39; index 
numbers, 46 

Welfare: capitalism in 1920’s, 537; 

funds, 529; work, 522 
Welfare state, 657 
Wheeler-Lea Act, 144 
Wheeler-Raybum Act, 332 
Wholesaler, 161 
Wilcox, Clair, 276 
Wildcat bank, 367 
Wildcat strike, 514 
Wiley, Harvey, 142 
Women workers, 459—60, 459 
Wool Products Labeling Act, 144 
Work relief, 642 

Workers: education, 501; inflation, 454— 
56; health and safety, 454-56; hours, 
450-51; migratory, 407; substandard, 
457-63; white-collar, 81 
Workingmen’s Party, 500 
Workmen’s compensation, 456-57 
Works Progress Administration, WPA, 
642 

World Health Organization, WHO, 582 
Write-off, of intangible assets, 213 

Yardstick, economic, 333 
Yellow-dog contract: defined, 521; labor 
movement, 536; National Labor Re¬ 
lations Act, 527; Norris-La Guardia 
Act, 522 

Yield, on securities, 190-91 
Zimmerman, Erich, 392 
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